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AICPA Audit and Accounting Guide
Entities W ith 
O il and G as 
Producing 
Activities
With Conforming Changes 
as o f May 1, 2005
This edition of the AICPA Audit and Accounting Guide Entities With Oil 
and Gas Producing Activities, which was originally issued in 1986, has 
been modified by the AICPA staff to include certain changes necessary 
because of the issuance of authoritative pronouncements since the Guide 
was originally issued (see page iv). The changes made in the current year 
are identified in a schedule in Appendix D of the Guide. The changes do 
not include all those that might be considered necessary if the Guide 
were subjected to a comprehensive review and revision.
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Notice to Readers
T h i s  A I C P A  A u d i t  a n d  A c c o u n t i n g  G u i d e  h a s  b e e n  p r e p a r e d  b y  t h e  A I C P A  O i l  
a n d  G a s  C o m m i t t e e  t o  a s s i s t  p r e p a r e r s  o f  f i n a n c i a l  s t a t e m e n t s  i n  p r e p a r i n g  f i ­
n a n c i a l  s t a t e m e n t s  i n  c o n f o r m i t y  w i t h  g e n e r a l l y  a c c e p t e d  a c c o u n t i n g  p r i n c i p l e s  
a n d  t o  a s s i s t  a u d i t o r s  i n  a u d i t i n g  a n d  r e p o r t i n g  o n  s u c h  f i n a n c i a l  s t a t e m e n t s  
i n  a c c o r d a n c e  w i t h  g e n e r a l l y  a c c e p t e d  a u d i t i n g  s t a n d a r d s .
D e s c r i p t i o n s  o f  a c c o u n t i n g  p r i n c i p l e s  a n d  f i n a n c i a l  r e p o r t i n g  p r a c t i c e s  i n  A u ­
d i t  a n d  A c c o u n t i n g  G u i d e s  a r e  a p p r o v e d  b y  t h e  a f f i r m a t i v e  v o t e  o f  a t  l e a s t  
t w o - t h i r d s  o f  t h e  m e m b e r s  o f  t h e  A c c o u n t i n g  S t a n d a r d s  E x e c u t i v e  C o m m i t t e e ,  
w h i c h  i s  t h e  s e n i o r  t e c h n i c a l  b o d y  o f  t h e  A I C P A  a u t h o r i z e d  t o  s p e a k  f o r  t h e  
A I C P A  i n  t h e  a r e a s  o f  f i n a n c i a l  a c c o u n t i n g  a n d  r e p o r t i n g .  S t a t e m e n t  o n  A u ­
d i t i n g  S t a n d a r d s  ( S A S )  N o .  6 9 ,  T h e  M e a n i n g  o f  P r e s e n t  F a i r l y  i n  C o n f o r m i t y  
W i t h  G e n e r a l l y  A c c e p t e d  A c c o u n t i n g  P r i n c i p l e s ,  i d e n t i f i e s  A I C P A  A u d i t  a n d  A c ­
c o u n t i n g  G u i d e s  t h a t  h a v e  b e e n  c l e a r e d  b y  t h e  F i n a n c i a l  A c c o u n t i n g  S t a n d a r d s  
B o a r d  ( F A S B )  a s  s o u r c e s  o f  a c c o u n t i n g  p r i n c i p l e s  i n  c a t e g o r y  6  o f  t h e  h i e r a r c h y  
o f  g e n e r a l l y  a c c e p t e d  a c c o u n t i n g  p r i n c i p l e s  t h a t  i t  e s t a b l i s h e s .  T h i s  A u d i t  a n d  
A c c o u n t i n g  G u i d e  h a s  b e e n  c l e a r e d  b y  t h e  F A S B .  A I C P A  m e m b e r s  s h o u l d  c o n ­
s i d e r  t h e  a c c o u n t i n g  p r i n c i p l e s  d e s c r i b e d  i n  t h i s  A u d i t  a n d  A c c o u n t i n g  G u i d e  
i f  t h e  a c c o u n t i n g  t r e a t m e n t  o f  a  t r a n s a c t i o n  o r  e v e n t  i s  n o t  s p e c i f i e d  b y  a  p r o ­
n o u n c e m e n t  c o v e r e d  b y  R u l e  2 0 3  o f  t h e  A I C P A  C o d e  o f  P r o f e s s i o n a l  C o n d u c t .  
I n  s u c h  c i r c u m s t a n c e s ,  t h e  a c c o u n t i n g  t r e a t m e n t s  s p e c i f i e d  b y  t h i s  A u d i t  a n d  
A c c o u n t i n g  G u i d e  s h o u l d  b e  u s e d ,  o r  t h e  m e m b e r  s h o u l d  b e  p r e p a r e d  t o  j u s t i f y  
a n o t h e r  t r e a t m e n t ,  a s  d i s c u s s e d  i n  p a r a g r a p h  7  o f  S A S  N o .  6 9 .
T h i s  A I C P A  A u d i t  a n d  A c c o u n t i n g  G u i d e ,  w h i c h  c o n t a i n s  a u d i t i n g  g u i d a n c e ,  
i s  a n  i n t e r p r e t i v e  p u b l i c a t i o n  p u r s u a n t  t o  S A S  N o .  9 5 ,  G e n e r a l l y  A c c e p t e d  A u ­
d i t i n g  S t a n d a r d s .  I n t e r p r e t i v e  p u b l i c a t i o n s  a r e  r e c o m m e n d a t i o n s  o n  t h e  a p p l i ­
c a t i o n  o f  S A S s  i n  s p e c i f i c  c i r c u m s t a n c e s ,  i n c l u d i n g  e n g a g e m e n t s  f o r  e n t i t i e s  i n  
s p e c i a l i z e d  i n d u s t r i e s .  I n t e r p r e t i v e  p u b l i c a t i o n s  a r e  i s s u e d  u n d e r  t h e  a u t h o r ­
i t y  o f  t h e  A u d i t i n g  S t a n d a r d s  B o a r d .  T h e  m e m b e r s  o f  t h e  A u d i t i n g  S t a n d a r d s  
B o a r d  h a v e  f o u n d  t h i s  G u i d e  t o  b e  c o n s i s t e n t  w i t h  e x i s t i n g  S A S s .
T h e  a u d i t o r  s h o u l d  b e  a w a r e  o f  a n d  c o n s i d e r  i n t e r p r e t i v e  p u b l i c a t i o n s  a p p l i ­
c a b l e  t o  h i s  o r  h e r  a u d i t .  I f  t h e  a u d i t o r  d o e s  n o t  a p p l y  t h e  a u d i t i n g  g u i d a n c e  
i n c l u d e d  i n  a n  a p p l i c a b l e  i n t e r p r e t i v e  p u b l i c a t i o n ,  t h e  a u d i t o r  s h o u l d  b e  p r e ­
p a r e d  t o  e x p l a i n  h o w  h e  o r  s h e  c o m p l i e d  w i t h  t h e  S A S  p r o v i s i o n s  a d d r e s s e d  b y  
s u c h  a u d i t i n g  g u i d a n c e .
Public Accounting Firms Registered With the PCAOB
S u b j e c t  t o  t h e  S e c u r i t i e s  a n d  E x c h a n g e  C o m m i s s i o n  ( C o m m i s s i o n )  o v e r s i g h t ,  
S e c t i o n  1 0 3  o f  t h e  S a r b a n e s - O x l e y  A c t  ( A c t )  a u t h o r i z e s  t h e  P u b l i c  C o m p a n y  
A c c o u n t i n g  O v e r s i g h t  B o a r d  ( P C A O B )  t o  e s t a b l i s h  a u d i t i n g  a n d  r e l a t e d  a t t e s ­
t a t i o n ,  q u a l i t y  c o n t r o l ,  e t h i c s ,  a n d  i n d e p e n d e n c e  s t a n d a r d s  t o  b e  u s e d  b y  r e g i s ­
t e r e d  p u b l i c  a c c o u n t i n g  f i r m s  i n  t h e  p r e p a r a t i o n  a n d  i s s u a n c e  o f  a u d i t  r e p o r t s  
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c o u n t i n g  f i r m s  r e g i s t e r e d  w i t h  t h e  P C A O B  a r e  r e q u i r e d  t o  a d h e r e  t o  a l l  P C A O B  
s t a n d a r d s  i n  t h e  a u d i t s  o f  i s s u e r s ,  a s  d e f i n e d  b y  t h e  A c t ,  a n d  o t h e r  e n t i t i e s  w h e n  
p r e s c r i b e d  b y  t h e  r u l e s  o f  t h e  C o m m i s s i o n .
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K e n n e t h  M .  B u r k e ,  C h a i r R o b e r t  J .  K o e s t e r  
R o b e r t  W .  L a m b e r t  
P .  M i c h a e l  O ' S h e a  
J o e l  L .  R e e d
P h i l i p  E .  D o t y  
G a r y  L .  D u k e  
J a m e s  D .  H a l l  
J o h n  L .  J a r z a b S t e p h e n  R .  R o a r k  
A l b e r t  L .  S c h a p sC l a r e n c e  J .  J o n a s
T h e  A I C P A  g r a t e f u l l y  a c k n o w l e d g e s  J o s e p h  H .  B a k i e s ,  C P A ;  R a n d o l  J u s t i c e ,  
C P A ;  a n d  T h o m a s  E .  S m i t h ,  C P A  f o r  t h e i r  a s s i s t a n c e  i n  r e v i e w i n g  t h e  c o n f o r m ­
i n g  c h a n g e s  f o r  t h e  M a y  2 0 0 5  e d i t i o n  o f  t h i s  G u i d e .
L o r i  A .  W e s t  
T e c h n i c a l  M a n a g e r
A c c o u n t i n g  a n d  A u d i t i n g  P u b l i c a t i o n s
T h i s  e d i t i o n  o f  t h e  A u d i t  a n d  A c c o u n t i n g  G u i d e  E n t i t i e s  W i t h  O i l  a n d  G a s  
P r o d u c i n g  A c t i v i t i e s ,  h a s  b e e n  m o d i f i e d  b y  t h e  A I C P A  s t a f f  t o  i n c l u d e  c e r t a i n  
c h a n g e s  n e c e s s a r y  d u e  t o  t h e  i s s u a n c e  o f  a u t h o r i t a t i v e  p r o n o u n c e m e n t s  s i n c e  
t h e  g u i d e  w a s  o r i g i n a l l y  i s s u e d .  T h i s  G u i d e  r e f l e c t s  r e l e v a n t  g u i d a n c e  c o n t a i n e d  
i n  t h e  f o l l o w i n g  a u t h o r i t a t i v e  p r o n o u n c e m e n t s  t h r o u g h  M a y  1 ,  2 0 0 5 :
•  F A S B  S t a t e m e n t  N o .  1 5 4 ,  A c c o u n t i n g  C h a n g e s  a n d  E r r o r  
C o r r e c t i o n s — a  r e p l a c e m e n t  o f  A P B  O p i n i o n  N o .  2 0  a n d  F A S B  
S t a t e m e n t  N o .  3 ,  a n d  R e v i s e d  F A S B  S t a t e m e n t s  i s s u e d  f r o m  M a y  1 ,  
2 0 0 3  t h r o u g h  M a y  1 ,  2 0 0 5 ,  i n c l u d i n g
•  F A S B  S t a t e m e n t  N o .  1 2 3  ( r e v i s e d  2 0 0 4 ) ,  S h a r e - B a s e d  P a y m e n t
•  F A S B  I n t e r p r e t a t i o n  N o .  4 7 ,  A c c o u n t i n g  f o r  C o n d i t i o n a l  A s s e t  R e t i r e ­
m e n t  O b l i g a t i o n s — a n  i n t e r p r e t a t i o n  o f  F A S B  S t a t e m e n t  N o .  1 4 3
•  F A S B  T e c h n i c a l  B u l l e t i n  0 1 - 1 ,  E f f e c t i v e  D a t e  f o r  C e r t a i n  F i n a n c i a l  I n ­
s t i t u t i o n s  o f  C e r t a i n  P r o v i s i o n s  o f  S t a t e m e n t  1 4 0  R e l a t e d  t o  t h e  I s o l a ­
t i o n  o f  T r a n s f e r r e d  F i n a n c i a l  A s s e t s
•  B o a r d  D i r e c t e d  F A S B  S t a f f  P o s i t i o n s  i s s u e d  t h r o u g h  A p r i l  4 ,  2 0 0 5
•  F A S B  E m e r g i n g  I s s u e s  T a s k  F o r c e  ( E I T F )  c o n s e n s u s  p o s i t i o n s  a d o p t e d  
a t  m e e t i n g s  o f  t h e  E I T F  h e l d  t h r o u g h  M a r c h  2 0 0 5
•  P r a c t i c e  B u l l e t i n  N o .  1 5 ,  A c c o u n t i n g  b y  t h e  I s s u e r  o f  S u r p l u s  N o t e s
•  S A S  N o .  1 0 1 ,  A u d i t i n g  F a i r  V a l u e  M e a s u r e m e n t s  a n d  D i s c l o s u r e s
•  S O P  0 4 - 2 ,  A c c o u n t i n g  f o r  R e a l  E s t a t e  T i m e - S h a r i n g  T r a n s a c t i o n s
•  S S A E  N o .  1 2 ,  A m e n d m e n t  t o  S t a t e m e n t  o n  S t a n d a r d s  f o r  A t t e s t a t i o n  
E n g a g e m e n t s  N o .  1 0 ,  A t t e s t a t i o n  S t a n d a r d s :  R e v i s i o n  a n d  R e c o d i f i c a ­
t i o n
•  P C A O B  A u d i t i n g  S t a n d a r d  N o .  3 ,  A u d i t  D o c u m e n t a t i o n , a n d  a  r e l a t e d  
a m e n d m e n t  t o  t h e  I n t e r i m  A u d i t i n g  S t a n d a r d s
T h e  c h a n g e s  m a d e  a r e  i d e n t i f i e d  i n  a  s c h e d u l e  i n  A p p e n d i x  D  o f  t h e  g u i d e .  T h e  
c h a n g e s  d o  n o t  i n c l u d e  a l l  t h o s e  t h a t  m i g h t  b e  c o n s i d e r e d  n e c e s s a r y  i f  t h e  g u i d e  
w e r e  s u b j e c t e d  t o  a  c o m p r e h e n s i v e  r e v i e w  a n d  r e v i s i o n .
A I C P A  S t a f f
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T h i s  G u i d e  d e s c r i b e s  r e l e v a n t  m a t t e r s  u n i q u e  t o  t h e  o i l  a n d  g a s  p r o d u c i n g  
i n d u s t r y  i n  o r d e r  t o  a s s i s t  t h e  i n d e p e n d e n t  a u d i t o r  i n  a u d i t i n g  a n d  r e p o r t i n g  
o n  f i n a n c i a l  s t a t e m e n t s  o f  e n t i t i e s  p e r f o r m i n g  t h e s e  a c t i v i t i e s .
G e n e r a l l y  a c c e p t e d  a u d i t i n g  s t a n d a r d s  a n d  a c c o u n t i n g  p r i n c i p l e s  a r e  a p p l i c a b l e  
i n  g e n e r a l  t o  t h e  o i l  a n d  g a s  p r o d u c i n g  i n d u s t r y .  T h e  g e n e r a l  a p p l i c a t i o n  o f  t h o s e  
s t a n d a r d s  a n d  p r i n c i p l e s  i s  n o t  d i s c u s s e d  h e r e i n ;  r a t h e r ,  t h i s  G u i d e  f o c u s e s  
o n  t h e  s p e c i a l  p r o b l e m s  i n h e r e n t  i n  a u d i t i n g  a n d  r e p o r t i n g  o n  t h e  f i n a n c i a l  
s t a t e m e n t s  o f  a n  e n t i t y  w i t h  o i l  a n d  g a s  p r o d u c i n g  a c t i v i t i e s .
T h e  g u i d e  c o n c e n t r a t e s  o n  t h e  d o m e s t i c  e x p l o r a t i o n  a n d  p r o d u c t i o n  a c t i v i t i e s  o f  
o i l  a n d  g a s  c o m p a n i e s  a n d  g e n e r a l l y  d o e s  n o t  a d d r e s s  t h e  s p e c i a l  p r o b l e m s  r e ­
l a t e d  t o  o t h e r  a c t i v i t i e s  o f  i n t e g r a t e d  o i l  a n d  g a s  c o m p a n i e s  o r  f o r e i g n  a c t i v i t i e s .  
T h e  g u i d e  a l s o  d o e s  n o t  d i f f e r e n t i a t e  b e t w e e n  o n s h o r e  a n d  o f f s h o r e  a c t i v i t i e s  
b e c a u s e  t h e i r  f i n a n c i a l  a c c o u n t i n g  c o n s i d e r a t i o n s  a r e  s i m i l a r .
T h e  g u i d e  p r o v i d e s  i n f o r m a t i o n  r e g a r d i n g  s t a t u t o r y  r u l e s  a n d  r e g u l a t i o n s  a p ­
p l i c a b l e  t o  t h e  i n d u s t r y .  A l s o  i n c l u d e d  a r e  i l l u s t r a t i o n s  o f  t h e  f o r m  a n d  c o n t e n t  
o f  f i n a n c i a l  s t a t e m e n t s  f o r  e n t i t i e s  w i t h  o i l  a n d  g a s  p r o d u c i n g  a c t i v i t i e s .  R u l e s  
a n d  r e g u l a t i o n s ,  a s  w e l l  a s  a p p l i c a b l e  a u t h o r i t a t i v e  a c c o u n t i n g  a n d  a u d i t i n g  
p r o n o u n c e m e n t s ,  a r e  s u b j e c t  t o  c h a n g e  a n d  r e v i s i o n .  T h e r e f o r e ,  t h e  a u d i t o r  
s h o u l d  k e e p  a b r e a s t  o f  d e v e l o p m e n t s  a f f e c t i n g  t h e s e  i t e m s .
T h e  g u i d e  c o n t a i n s  c e r t a i n  s u g g e s t e d  a u d i t i n g  p r o c e d u r e s ,  b u t  d e t a i l e d  i n t e r n a l  
c o n t r o l  q u e s t i o n n a i r e s  a n d  a u d i t  p r o g r a m s  a r e  n o t  i n c l u d e d .  T h e  n a t u r e ,  t i m i n g ,  
a n d  e x t e n t  o f  a u d i t i n g  p r o c e d u r e s  a r e  a  m a t t e r  o f  p r o f e s s i o n a l  j u d g m e n t  a n d  w i l l  
v a r y  d e p e n d i n g  o n  t h e  s i z e ,  o r g a n i z a t i o n a l  s t r u c t u r e ,  e x i s t i n g  i n t e r n a l  c o n t r o l ,  
a n d  o t h e r  f a c t o r s  i n  a  p a r t i c u l a r  e n g a g e m e n t .
T h e  a c c o u n t i n g  p r i n c i p l e s  d e s c r i b e d  i n  t h i s  G u i d e  a r e  l i m i t e d  t o  t h e  s u c c e s s ­
f u l  e f f o r t s  m e t h o d  s p e c i f i e d  b y  S t a t e m e n t  o f  F i n a n c i a l  A c c o u n t i n g  S t a n d a r d s  
N o .  1 9 ,  F i n a n c i a l  A c c o u n t i n g  a n d  R e p o r t i n g  b y  O i l  a n d  G a s  P r o d u c i n g  C o m p a ­
n i e s ,  a n d  t h e  f u l l  c o s t  m e t h o d  s p e c i f i e d  b y  t h e  S e c u r i t i e s  a n d  E x c h a n g e  C o m ­
m i s s i o n  ( S E C )  i n  R e g u l a t i o n  S - X .  T h i s  G u i d e  i s  i n t e n d e d  o n l y  t o  p r o v i d e  a n  
o v e r v i e w  o f  t h e  a c c o u n t i n g  p r i n c i p l e s  a n d  t h e  c u r r e n t  S E C  r e g u l a t i o n s ,  b u t  t h e  
B i b l i o g r a p h y  c o n t a i n s  e x t e n s i v e  r e f e r e n c e s  t h a t  i n c l u d e  m o r e  i n - d e p t h  d i s c u s ­
s i o n s  o f  a c c o u n t i n g  p r i n c i p l e s  a n d  S E C  r e g u l a t i o n s .  I t  s h o u l d  b e  r e c o g n i z e d  
t h a t  h y b r i d s  o f  b o t h  o f  t h e s e  m e t h o d s  a r e  c o m m o n l y  r e f e r r e d  t o  b y  t h o s e  n a m e s  
a n d  a r e  o f t e n  c o n s i d e r e d  t o  b e  w i t h i n  t h e  f r a m e w o r k  o f  g e n e r a l l y  a c c e p t e d  a c ­
c o u n t i n g  p r i n c i p l e s  f o r  c o m p a n i e s  n o t  r e p o r t i n g  t o  t h e  S E C .  F A S B  S t a t e m e n t  
N o .  2 5 ,  S u s p e n s i o n  o f  C e r t a i n  A c c o u n t i n g  R e q u i r e m e n t s  f o r  O i l  a n d  G a s  P r o ­
d u c i n g  C o m p a n i e s ,  s u s p e n d e d  t h e  e f f e c t i v e  d a t e  s p e c i f i e d  b y  F A S B  S t a t e m e n t  
N o .  1 9  f o r  r e q u i r i n g  t h e  s u c c e s s f u l  e f f o r t s  m e t h o d  o f  a c c o u n t i n g .  H o w e v e r ,  t h e  
F A S B  S t a t e m e n t  m a i n t a i n s  t h a t  f o r  p u r p o s e s  o f  a p p l y i n g  p a r a g r a p h  1 6  o f  A P B  
O p i n i o n  N o .  2 0 ,  A c c o u n t i n g  C h a n g e s ,  t h e  s u c c e s s f u l  e f f o r t s  m e t h o d  i s  p r e f e r ­
a b l e  f o r  a c c o u n t i n g  f o r  o i l  a n d  g a s  p r o d u c i n g  a c t i v i t i e s .  A s  a  c o n s e q u e n c e ,  n o  
j u s t i f i c a t i o n  f o r  a  c h a n g e  t o  t h e  s u c c e s s f u l  e f f o r t s  m e t h o d  i s  n e c e s s a r y  n o r  i s  a  
p r e f e r a b i l i t y  l e t t e r  f o r  s u c h  a  c h a n g e  r e q u i r e d  b y  t h e  S E C  f o r  i t s  r e g i s t r a n t s .  
A n y  c h a n g e  t o  t h e  f u l l  c o s t  m e t h o d  m u s t  b e  j u s t i f i e d  a s  b e i n g  p r e f e r a b l e  i n  t h e  
c i r c u m s t a n c e s ,  a n d  a  p r e f e r a b i l i t y  l e t t e r  d e s c r i b i n g  t h o s e  c i r c u m s t a n c e s  m u s t  




T h e  p r o v i s i o n s  o f  t h i s  G u i d e  s h a l l  b e  e f f e c t i v e  f o r  a u d i t s  o f  f i n a n c i a l  s t a t e m e n t s  
f o r  p e r i o d s  e n d i n g  o n  o r  a f t e r  D e c e m b e r  3 1 ,  1 9 8 6 .
N o t e :  T h i s  G u i d e  h a s  n o t  b e e n  e x p a n d e d  t o  i n c l u d e  o t h e r  p r a c t i c e s  f o l l o w e d  b y  
s o m e  p r i v a t e  c o m p a n i e s .
O i l  a n d  G a s  C o m m i t t e e
Auditing Guidance Included in This Guide and 
References to AICPA and PCAOB Professional Standards
T h i s  G u i d e  p r e s e n t s  a u d i t i n g  g u i d a n c e  t o  h e l p  y o u  i m p l e m e n t  a u d i t i n g  s t a n ­
d a r d s  i n c l u d e d  i n  b o t h  A I C P A  p r o f e s s i o n a l  s t a n d a r d s  ( " G A A S " )  a n d  i n  P C A O B  
p r o f e s s i o n a l  s t a n d a r d s .  I n  r e f e r r i n g  t o  A I C P A  p r o f e s s i o n a l  s t a n d a r d s ,  t h i s  
G u i d e  c i t e s  t h e  a p p l i c a b l e  s e c t i o n s  o f  t h e  A I C P A  P r o f e s s i o n a l  S t a n d a r d s  p u b l i ­
c a t i o n .  I n  r e f e r r i n g  t o  P C A O B  s t a n d a r d s ,  t h i s  G u i d e  c i t e s  t h e  a p p l i c a b l e  s e c t i o n s  
o f  t h e  A I C P A ’s  p u b l i c a t i o n  t i t l e d  P C A O B  S t a n d a r d s  a n d  R e l a t e d  R u l e s .  I n  t h o s e  
c a s e s  i n  w h i c h  t h e  a u d i t i n g  s t a n d a r d s  o f  t h e  A I C P A  a n d  t h o s e  o f  t h e  P C A O B  
a r e  t h e  s a m e ,  t h i s  G u i d e  c i t e s  t h e  a p p l i c a b l e  s e c t i o n  o f  t h e  A I C P A  P r o f e s s i o n a l  
S t a n d a r d s  p u b l i c a t i o n  o n l y .
Substantial Changes to Audit Process Proposed
T h e  A I C P A ' s  A u d i t i n g  S t a n d a r d s  B o a r d  ( A S B )  i s s u e d  a n  e x p o s u r e  d r a f t  p r o p o s ­
i n g  e i g h t  n e w  S t a t e m e n t s  o n  A u d i t i n g  S t a n d a r d s  ( S A S s )  r e l a t i n g  t o  t h e  a u d i ­
t o r ' s  r i s k  a s s e s s m e n t  p r o c e s s .  T h e  A S B  b e l i e v e s  t h a t  t h e  r e q u i r e m e n t s  a n d  
g u i d a n c e  p r o v i d e d  i n  t h e  p r o p o s e d  S A S s ,  i f  a d o p t e d ,  w o u l d  r e s u l t  i n  a  s u b s t a n ­
t i a l  c h a n g e  i n  a u d i t  p r a c t i c e  a n d  i n  m o r e  e f f e c t i v e  a u d i t s .  T h e  p r i m a r y  o b j e c t i v e  
o f  t h e  p r o p o s e d  S A S s  i s  t o  e n h a n c e  a u d i t o r s '  a p p l i c a t i o n  o f  t h e  a u d i t  r i s k  m o d e l  
i n  p r a c t i c e  b y  r e q u i r i n g :
•  M o r e  i n - d e p t h  u n d e r s t a n d i n g  o f  t h e  e n t i t y  a n d  i t s  e n v i r o n m e n t ,  i n c l u d ­
i n g  i t s  i n t e r n a l  c o n t r o l ,  t o  i d e n t i f y  t h e  r i s k s  o f  m a t e r i a l  m i s s t a t e m e n t  
i n  t h e  f i n a n c i a l  s t a t e m e n t s  a n d  w h a t  t h e  e n t i t y  i s  d o i n g  t o  m i t i g a t e  
t h e m .
•  M o r e  r i g o r o u s  a s s e s s m e n t  o f  t h e  r i s k s  o f  m a t e r i a l  m i s s t a t e m e n t  o f  t h e  
f i n a n c i a l  s t a t e m e n t s  b a s e d  o n  t h a t  u n d e r s t a n d i n g .
•  I m p r o v e d  l i n k a g e  b e t w e e n  t h e  a s s e s s e d  r i s k s  a n d  t h e  n a t u r e ,  t i m i n g  
a n d  e x t e n t  o f  a u d i t  p r o c e d u r e s  p e r f o r m e d  i n  r e s p o n s e  t o  t h o s e  r i s k s .
T h e  e x p o s u r e  d r a f t  c o n s i s t s  o f  t h e  f o l l o w i n g  p r o p o s e d  S A S s :
•  A m e n d m e n t  t o  "D u e  P r o f e s s i o n a l  C a r e  i n  t h e  P e r f o r m a n c e  o f  W o r k " 
o f  S t a t e m e n t  o n  A u d i t i n g  S t a n d a r d s  N o .  1 ,  C o d i f i c a t i o n  o f  A u d i t i n g  
S t a n d a r d s  a n d  P r o c e d u r e s
•  A m e n d m e n t  t o  S t a t e m e n t  o n  A u d i t i n g  S t a n d a r d s  N o .  9 5 ,  G e n e r a l l y  
A c c e p t e d  A u d i t i n g  S t a n d a r d s
•  A u d i t  E v i d e n c e
•  A u d i t  R i s k  a n d  M a t e r i a l i t y  i n  C o n d u c t i n g  a n  A u d i t
•  P l a n n i n g  a n d  S u p e r v i s i o n
•  U n d e r s t a n d i n g  t h e  E n t i t y  a n d  I t s  E n v i r o n m e n t  a n d  A s s e s s i n g  t h e  R i s k s  
o f  M a t e r i a l  M i s s t a t e m e n t
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•  P e r f o r m i n g  A u d i t  P r o c e d u r e s  i n  R e s p o n s e  t o  A s s e s s e d  R i s k s  a n d  E v a l ­
u a t i n g  t h e  A u d i t  E v i d e n c e  O b t a i n e d
•  A m e n d m e n t  t o  S t a t e m e n t  o n  A u d i t i n g  S t a n d a r d s  N o .  3 9 ,  A u d i t  
S a m p l i n g
T h e  p r o p o s e d  S A S s  e s t a b l i s h  s t a n d a r d s  a n d  p r o v i d e  g u i d a n c e  c o n c e r n i n g  t h e  
a u d i t o r ' s  a s s e s s m e n t  o f  t h e  r i s k s  o f  m a t e r i a l  m i s s t a t e m e n t  i n  a  f i n a n c i a l  s t a t e ­
m e n t  a u d i t ,  a n d  t h e  d e s i g n  a n d  p e r f o r m a n c e  o f  a u d i t  p r o c e d u r e s  w h o s e  n a t u r e ,  
t i m i n g ,  a n d  e x t e n t  a r e  r e s p o n s i v e  t o  t h e  a s s e s s e d  r i s k s .  A d d i t i o n a l l y ,  t h e  p r o ­
p o s e d  S A S s  e s t a b l i s h  s t a n d a r d s  a n d  p r o v i d e  g u i d a n c e  o n  p l a n n i n g  a n d  s u p e r ­
v i s i o n ,  t h e  n a t u r e  o f  a u d i t  e v i d e n c e ,  a n d  e v a l u a t i n g  w h e t h e r  t h e  a u d i t  e v i d e n c e  
o b t a i n e d  a f f o r d s  a  r e a s o n a b l e  b a s i s  f o r  a n  o p i n i o n  r e g a r d i n g  t h e  f i n a n c i a l  s t a t e ­
m e n t s  u n d e r  a u d i t .
T h e  p r o p o s e d  s t a n d a r d s  a r e  e x p e c t e d  t o  b e  i s s u e d  a s  f i n a l  s t a n d a r d s  a t  t h e  
e n d  o f  2 0 0 5 .  R e a d e r s  c a n  a c c e s s  t h e  p r o p o s e d  s t a n d a r d s  a t  A I C P A  O n l i n e  
( w w w . a i c p a . o r g ) a n d  s h o u l d  b e  a l e r t  t o  f u t u r e  p r o g r e s s  o n  t h i s  p r o j e c t .
Applicability of Requirements of the Sarbanes-Oxley  
Act of 2002, Related Securities and Exchange 
Commission Regulations, and Standards of the Public 
Com pany Accounting Oversight Board
P u b l i c l y - h e l d  c o m p a n i e s  a n d  o t h e r  " i s s u e r s "  ( s e e  d e f i n i t i o n  b e l o w )  a r e  s u b j e c t  
t o  t h e  p r o v i s i o n s  o f  t h e  S a r b a n e s - O x l e y  A c t  o f  2 0 0 2  ( A c t )  a n d  r e l a t e d  S e c u r i t i e s  
a n d  E x c h a n g e  C o m m i s s i o n  ( S E C )  r e g u l a t i o n s  i m p l e m e n t i n g  t h e  A c t .  T h e i r  
o u t s i d e  a u d i t o r s  a r e  a l s o  s u b j e c t  t o  t h e  p r o v i s i o n s  o f  t h e  A c t  a n d  t o  t h e  r u l e s  
a n d  s t a n d a r d s  i s s u e d  b y  t h e  P u b l i c  C o m p a n y  A c c o u n t i n g  O v e r s i g h t  B o a r d  
( P C A O B ) .
P r e s e n t e d  b e l o w  i s  a  s u m m a r y  o f  c e r t a i n  k e y  a r e a s  a d d r e s s e d  b y  t h e  A c t ,  t h e  
S E C ,  a n d  t h e  P C A O B  t h a t  a r e  p a r t i c u l a r l y  r e l e v a n t  t o  t h e  p r e p a r a t i o n  a n d  
i s s u a n c e  o f  a n  i s s u e r ' s  f i n a n c i a l  s t a t e m e n t s  a n d  t h e  p r e p a r a t i o n  a n d  i s s u a n c e  
o f  a n  a u d i t  r e p o r t  o n  t h o s e  f i n a n c i a l  s t a t e m e n t s .  H o w e v e r ,  t h e  p r o v i s i o n s  o f  t h e  
A c t ,  t h e  r e g u l a t i o n s  o f  t h e  S E C ,  a n d  t h e  r u l e s  a n d  s t a n d a r d s  o f  t h e  P C A O B  a r e  
n u m e r o u s  a n d  a r e  n o t  a l l  a d d r e s s e d  i n  t h i s  s e c t i o n  o r  i n  t h i s  G u i d e .  I s s u e r s  a n d  
t h e i r  a u d i t o r s  s h o u l d  u n d e r s t a n d  t h e  p r o v i s i o n s  o f  t h e  A c t ,  t h e  S E C  r e g u l a t i o n s  
i m p l e m e n t i n g  t h e  A c t ,  a n d  t h e  r u l e s  a n d  s t a n d a r d s  o f  t h e  P C A O B ,  a s  a p p l i c a b l e  
t o  t h e i r  c i r c u m s t a n c e s .
D e f i n i t i o n  o f  a n  I s s u e r
T h e  A c t  s t a t e s  t h a t  t h e  t e r m  " i s s u e r "  m e a n s  a n  i s s u e r  ( a s  
d e f i n e d  i n  s e c t i o n  3  o f  t h e  S e c u r i t i e s  E x c h a n g e  A c t  o f  1 9 3 4  
( 1 5  U . S . C .  7 8 c ) ) ,  t h e  s e c u r i t i e s  o f  w h i c h  a r e  r e g i s t e r e d  u n d e r  
s e c t i o n  1 2  o f  t h a t  A c t  ( 1 5  U . S . C .  7 8 1 ) ,  o r  t h a t  i s  r e q u i r e d  t o  
f i l e  r e p o r t s  u n d e r  s e c t i o n  1 5 ( d )  ( 1 5  U . S . C .  7 8 o ( d ) ) ,  o r  t h a t  f i l e s  
o r  h a s  f i l e d  a  r e g i s t r a t i o n  s t a t e m e n t  t h a t  h a s  n o t  y e t  b e c o m e  
e f f e c t i v e  u n d e r  t h e  S e c u r i t i e s  A c t  o f  1 9 3 3  ( 1 5  U . S . C .  7 7 a  e t  
s e q . ) ,  a n d  t h a t  i t  h a s  n o t  w i t h d r a w n .
I s s u e r s ,  a s  d e f i n e d  b y  t h e  A c t ,  a n d  o t h e r  e n t i t i e s  w h e n  p r e ­
s c r i b e d  b y  t h e  r u l e s  o f  t h e  S E C  ( c o l l e c t i v e l y  r e f e r r e d  t o  i n  t h i s  
G u i d e  a s  " i s s u e r s "  o r  " i s s u e r " )  a n d  t h e i r  p u b l i c  a c c o u n t i n g  
f i r m s  ( w h o  m u s t  b e  r e g i s t e r e d  w i t h  t h e  P C A O B )  a r e  s u b j e c t
AAG-OGP
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t o  t h e  p r o v i s i o n s  o f  t h e  A c t ,  i m p l e m e n t i n g  S E C  r e g u l a t i o n s ,  
a n d  t h e  r u l e s  a n d  s t a n d a r d s  o f  t h e  P C A O B ,  a s  a p p r o p r i a t e .
N o n - i s s u e r s  a r e  t h o s e  e n t i t i e s  n o t  s u b j e c t  t o  t h e  A c t  o r  t h e  
r u l e s  o f  t h e  S E C .
Guidance for Issuers
Management Assessment of Internal Control
A s  d i r e c t e d  b y  S e c t i o n  4 0 4  o f  t h e  A c t ,  t h e  S E C  a d o p t e d  f i n a l  r u l e s  r e q u i r i n g  
c o m p a n i e s  s u b j e c t  t o  t h e  r e p o r t i n g  r e q u i r e m e n t s  o f  t h e  S e c u r i t i e s  E x c h a n g e  
A c t  o f  1 9 3 4 ,  o t h e r  t h a n  r e g i s t e r e d  i n v e s t m e n t  c o m p a n i e s  a n d  c e r t a i n  o t h e r  
e n t i t i e s ,  t o  i n c l u d e  i n  t h e i r  a n n u a l  r e p o r t s  a  r e p o r t  o f  m a n a g e m e n t  o n  t h e  
c o m p a n y ' s  i n t e r n a l  c o n t r o l  o v e r  f i n a n c i a l  r e p o r t i n g .  S e e  t h e  S E C  w e b  s i t e  a t  
w w w . s e c . g o v / r u l e s / f i n a l / 3 3 - 8 2 3 8 . h t m  f o r  t h e  f u l l  t e x t  o f  t h e  r e g u l a t i o n .
C o m p a n i e s  t h a t  a r e  " a c c e l e r a t e d  f i l e r s , "  a s  d e f i n e d  i n  E x c h a n g e  A c t  R u l e  1 2 b -  
2 ,  a r e  r e q u i r e d  t o  c o m p l y  w i t h  t h e s e  r u l e s  f o r  f i s c a l  y e a r s  e n d i n g  o n  o r  a f t e r  
N o v e m b e r  1 5 ,  2 0 0 4 .  " N o n - a c c e l e r a t e d  f i l e r s "  a n d  f o r e i g n  p r i v a t e  i s s u e r s  f i l i n g  
t h e i r  a n n u a l  r e p o r t s  o n  F o r m  2 0 - F  o r  4 0 - F  m u s t  b e g i n  t o  c o m p l y  w i t h  t h e  r u l e s  
f o r  t h e  f i r s t  f i s c a l  y e a r  e n d i n g  o n  o r  a f t e r  J u l y  1 5 ,  2 0 0 6 .  S e e  t h e  S E C  w e b  s i t e  
a t  w w w . s e c . g o v / r u l e s / f i n a l / 3 3 - 8 5 4 5 . h t m  f o r  f u r t h e r  i n f o r m a t i o n .
T h e  S E C  r u l e s  c l a r i f y  t h a t  m a n a g e m e n t ' s  a s s e s s m e n t  a n d  r e p o r t  i s  l i m i t e d  t o  
i n t e r n a l  c o n t r o l  o v e r  f i n a n c i a l  r e p o r t i n g .  T h e  S E C ' s  d e f i n i t i o n  o f  i n t e r n a l  c o n ­
t r o l  e n c o m p a s s e s  t h e  C o m m i t t e e  o f  S p o n s o r i n g  O r g a n i z a t i o n s  o f  t h e  T r e a d w a y  
C o m m i s s i o n  ( C O S O )  d e f i n i t i o n  b u t  t h e  S E C  d o e s  n o t  m a n d a t e  t h a t  t h e  e n t i t y  
u s e  C O S O  a s  i t s  c r i t e r i a  f o r  j u d g i n g  e f f e c t i v e n e s s .
U n d e r  t h e  S E C  r u l e s ,  t h e  c o m p a n y ' s  a n n u a l  1 0 - K  m u s t  i n c l u d e :
1 .  M a n a g e m e n t ’s  A n n u a l  R e p o r t  o n  I n t e r n a l  C o n t r o l  O v e r  F i n a n c i a l  
R e p o r t i n g
2 .  A t t e s t a t i o n  R e p o r t  o f  t h e  R e g i s t e r e d  P u b l i c  A c c o u n t i n g  F i r m
3 .  C h a n g e s  i n  I n t e r n a l  C o n t r o l  O v e r  F i n a n c i a l  R e p o r t i n g
T h e  S E C  r u l e s  a l s o  r e q u i r e  m a n a g e m e n t  t o  e v a l u a t e  a n y  c h a n g e  i n  t h e  e n t i t y ' s  
i n t e r n a l  c o n t r o l  t h a t  o c c u r r e d  d u r i n g  a  f i s c a l  q u a r t e r  a n d  t h a t  h a s  m a t e r i a l l y  
a f f e c t e d ,  o r  i s  r e a s o n a b l y  l i k e l y  t o  m a t e r i a l l y  a f f e c t ,  t h e  e n t i t y ' s  i n t e r n a l  c o n t r o l  
o v e r  f i n a n c i a l  r e p o r t i n g .
Audit Committees and Corporate Governance
S e c t i o n  3 0 1  o f  t h e  A c t  e s t a b l i s h e s  r e q u i r e m e n t s  r e l a t e d  t o  t h e  m a k e u p  a n d  t h e  
r e s p o n s i b i l i t i e s  o f  a n  i s s u e r ' s  a u d i t  c o m m i t t e e .  A m o n g  t h o s e  r e q u i r e m e n t s —
•  E a c h  m e m b e r  o f  t h e  a u d i t  c o m m i t t e e  m u s t  b e  a  m e m b e r  o f  t h e  b o a r d  
o f  d i r e c t o r s  o f  t h e  i s s u e r ,  a n d  o t h e r w i s e  b e  i n d e p e n d e n t .
•  T h e  a u d i t  c o m m i t t e e  o f  a n  i s s u e r  i s  d i r e c t l y  r e s p o n s i b l e  f o r  t h e  a p ­
p o i n t m e n t ,  c o m p e n s a t i o n ,  a n d  o v e r s i g h t  o f  t h e  w o r k  o f  a n y  r e g i s t e r e d  
p u b l i c  a c c o u n t i n g  f i r m  e m p l o y e d  b y  t h a t  i s s u e r .
•  T h e  a u d i t  c o m m i t t e e  s h a l l  e s t a b l i s h  p r o c e d u r e s  f o r  t h e  " r e c e i p t ,  r e t e n ­
t i o n ,  a n d  t r e a t m e n t  o f  c o m p l a i n t s "  r e c e i v e d  b y  t h e  i s s u e r  r e g a r d i n g  
a c c o u n t i n g ,  i n t e r n a l  c o n t r o l s ,  a n d  a u d i t i n g .
I n  A p r i l  2 0 0 3 ,  t h e  S E C  a d o p t e d  a  r u l e  t o  d i r e c t  t h e  n a t i o n a l  s e c u r i t i e s  e x c h a n g e s  
a n d  n a t i o n a l  s e c u r i t i e s  a s s o c i a t i o n s  t o  p r o h i b i t  t h e  l i s t i n g  o f  a n y  s e c u r i t y  o f  
a n  i s s u e r  t h a t  i s  n o t  i n  c o m p l i a n c e  w i t h  t h e  a u d i t  c o m m i t t e e  r e q u i r e m e n t s  
m a n d a t e d  b y  t h e  A c t .
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Disclosure of Audit Committee Financial Expert and Code of Ethics
I n  J a n u a r y  2 0 0 3 ,  t h e  S E C  a d o p t e d  a m e n d m e n t s  r e q u i r i n g  i s s u e r s ,  o t h e r  t h a n  
r e g i s t e r e d  i n v e s t m e n t  c o m p a n i e s ,  t o  i n c l u d e  t w o  n e w  t y p e s  o f  d i s c l o s u r e s  i n  
t h e i r  a n n u a l  r e p o r t s  f i l e d  p u r s u a n t  t o  t h e  S e c u r i t i e s  E x c h a n g e  A c t  o f  1 9 3 4 .  
T h e s e  a m e n d m e n t s  c o n f o r m  t o  S e c t i o n s  4 0 6  a n d  4 0 7  o f  t h e  A c t  a n d  r e l a t e  t o  
d i s c l o s u r e s  c o n c e r n i n g  t h e  a u d i t  c o m m i t t e e ' s  f i n a n c i a l  e x p e r t  a n d  c o d e  o f  e t h i c s  
r e l a t i n g  t o  t h e  c o m p a n i e s '  o f f i c e r s .  A n  a m e n d m e n t  s p e c i f i e s  t h a t  t h e s e  d i s c l o ­
s u r e s  a r e  o n l y  r e q u i r e d  f o r  a n n u a l  r e p o r t s .
Certification of Disclosure in an Issuer's Quarterly and Annual Reports
S e c t i o n  3 0 2  o f  t h e  A c t  r e q u i r e s  t h e  C h i e f  E x e c u t i v e  O f f i c e r  ( C E O )  a n d  C h i e f  
F i n a n c i a l  O f f i c e r  ( C F O )  o f  e a c h  i s s u e r  t o  p r e p a r e  a  s t a t e m e n t  t o  a c c o m p a n y  t h e  
a u d i t  r e p o r t  t o  c e r t i f y  t h e  " a p p r o p r i a t e n e s s  o f  t h e  f i n a n c i a l  s t a t e m e n t s  a n d  d i s ­
c l o s u r e s  c o n t a i n e d  i n  t h e  p e r i o d i c  r e p o r t ,  a n d  t h a t  t h o s e  f i n a n c i a l  s t a t e m e n t s  
a n d  d i s c l o s u r e s  f a i r l y  p r e s e n t ,  i n  a l l  m a t e r i a l  r e s p e c t s ,  t h e  o p e r a t i o n s  a n d  f i ­
n a n c i a l  c o n d i t i o n  o f  t h e  i s s u e r . "
I n  A u g u s t  2 0 0 2 ,  t h e  S E C  a d o p t e d  f i n a l  r u l e s  f o r  C e r t i f i c a t i o n  o f  D i s c l o s u r e  i n  
C o m p a n i e s '  Q u a r t e r l y  a n d  A n n u a l  R e p o r t s  i n  r e s p o n s e  t o  S e c t i o n  3 0 2  o f  t h e  A c t .  
C E O s  a n d  C F O s  a r e  n o w  r e q u i r e d  t o  c e r t i f y  t h e  f i n a n c i a l  a n d  o t h e r  i n f o r m a t i o n  
c o n t a i n e d  i n  q u a r t e r l y  a n d  a n n u a l  r e p o r t s .
Improper Influence on Conduct of Audits
S e c t i o n  3 0 3  o f  t h e  A c t  m a k e s  i t  u n l a w f u l  f o r  a n y  o f f i c e r  o r  d i r e c t o r  o f  a n  i s s u e r  
t o  t a k e  a n y  a c t i o n  t o  f r a u d u l e n t l y  i n f l u e n c e ,  c o e r c e ,  m a n i p u l a t e ,  o r  m i s l e a d  a n y  
a u d i t o r  e n g a g e d  i n  t h e  p e r f o r m a n c e  o f  a n  a u d i t  f o r  t h e  p u r p o s e  o f  r e n d e r i n g  
t h e  f i n a n c i a l  s t a t e m e n t s  m a t e r i a l l y  m i s l e a d i n g .  I n  A p r i l  2 0 0 3 ,  t h e  S E C  a d o p t e d  
r u l e s  i m p l e m e n t i n g  t h e s e  p r o v i s i o n s  o f  t h e  A c t .
Disclosures in Periodic Reports
S e c t i o n  4 0 1 ( a )  o f  t h e  A c t  r e q u i r e s  t h a t  e a c h  f i n a n c i a l  r e p o r t  o f  a n  i s s u e r  t h a t  
i s  r e q u i r e d  t o  b e  p r e p a r e d  i n  a c c o r d a n c e  w i t h  g e n e r a l l y  a c c e p t e d  a c c o u n t i n g  
p r i n c i p l e s  ( G A A P )  s h a l l  " r e f l e c t  a l l  m a t e r i a l  c o r r e c t i n g  a d j u s t m e n t s  . . . t h a t  
h a v e  b e e n  i d e n t i f i e d  b y  a  r e g i s t e r e d  a c c o u n t i n g  f i r m  . . . ." I n  a d d i t i o n ,  " e a c h  
a n n u a l  a n d  q u a r t e r l y  f i n a n c i a l  r e p o r t . . .  s h a l l  d i s c l o s e  a l l  m a t e r i a l  o f f - b a l a n c e  
s h e e t  t r a n s a c t i o n s "  a n d  " o t h e r  r e l a t i o n s h i p s "  w i t h  " u n c o n s o l i d a t e d  e n t i t i e s "  
t h a t  m a y  h a v e  a  m a t e r i a l  c u r r e n t  o r  f u t u r e  e f f e c t  o n  t h e  f i n a n c i a l  c o n d i t i o n  o f  
t h e  i s s u e r .
I n  J a n u a r y  2 0 0 3 ,  t h e  S E C  a d o p t e d  r u l e s  t h a t  r e q u i r e  d i s c l o s u r e  o f  m a t e r i a l  
o f f - b a l a n c e  s h e e t  t r a n s a c t i o n s ,  a r r a n g e m e n t s ,  o b l i g a t i o n s ,  a n d  o t h e r  r e l a t i o n ­
s h i p s  o f  t h e  i s s u e r  w i t h  u n c o n s o l i d a t e d  e n t i t i e s  o r  o t h e r  p e r s o n s ,  t h a t  m a y  
h a v e  a  m a t e r i a l  c u r r e n t  o r  f u t u r e  e f f e c t  o n  f i n a n c i a l  c o n d i t i o n ,  c h a n g e s  i n  fi ­
n a n c i a l  c o n d i t i o n ,  r e s u l t s  o f  o p e r a t i o n s ,  l i q u i d i t y ,  c a p i t a l  e x p e n d i t u r e s ,  c a p i t a l  
r e s o u r c e s ,  o r  s i g n i f i c a n t  c o m p o n e n t s  o f  r e v e n u e s  o r  e x p e n s e s .  T h e  r u l e s  r e q u i r e  
a n  i s s u e r  t o  p r o v i d e  a n  e x p l a n a t i o n  o f  i t s  o f f - b a l a n c e  s h e e t  a r r a n g e m e n t s  i n  a  
s e p a r a t e l y  c a p t i o n e d  s u b s e c t i o n  o f  t h e  M a n a g e m e n t ' s  D i s c u s s i o n  a n d  A n a l y s i s  
s e c t i o n  o f  a n  i s s u e r ' s  d i s c l o s u r e  d o c u m e n t s .
Guidance for Auditors
T h e  A c t  m a n d a t e s  a  n u m b e r  o f  r e q u i r e m e n t s  c o n c e r n i n g  a u d i t o r s  o f  i s s u e r s ,  
i n c l u d i n g  m a n d a t o r y  r e g i s t r a t i o n  w i t h  t h e  P C A O B ,  t h e  s e t t i n g  o f  a u d i t i n g  
s t a n d a r d s ,  i n s p e c t i o n s ,  i n v e s t i g a t i o n s ,  d i s c i p l i n a r y  p r o c e e d i n g s ,  p r o h i b i t e d  a c ­
t i v i t i e s ,  p a r t n e r  r o t a t i o n ,  a n d  r e p o r t s  t o  a u d i t  c o m m i t t e e s ,  a m o n g  o t h e r s .  A u d i ­
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t o r s  o f  i s s u e r s  s h o u l d  f a m i l i a r i z e  t h e m s e l v e s  w i t h  a p p l i c a b l e  p r o v i s i o n s  o f  t h e  
A c t  a n d  t h e  s t a n d a r d s  o f  t h e  P C A O B .  T h e  P C A O B  c o n t i n u e s  t o  e s t a b l i s h  r u l e s  
a n d  s t a n d a r d s  i m p l e m e n t i n g  p r o v i s i o n s  o f  t h e  A c t  c o n c e r n i n g  t h e  a u d i t o r s  o f  
i s s u e r s .
Applicability and Integration of Generally Accepted Auditing Standards 
and Public Company Accounting Oversight Board Standards
T h e  A c t  a u t h o r i z e s  t h e  P C A O B  t o  e s t a b l i s h  a u d i t i n g  a n d  r e l a t e d  a t t e s t a t i o n ,  
q u a l i t y  c o n t r o l ,  e t h i c s ,  a n d  i n d e p e n d e n c e  s t a n d a r d s  t o  b e  u s e d  b y  r e g i s t e r e d  
p u b l i c  a c c o u n t i n g  f i r m s  i n  t h e  p r e p a r a t i o n  a n d  i s s u a n c e  o f  a u d i t  r e p o r t s  f o r  e n ­
t i t i e s  s u b j e c t  t o  t h e  A c t  o r  t h e  r u l e s  o f  t h e  S E C .  A c c o r d i n g l y ,  p u b l i c  a c c o u n t i n g  
f i r m s  r e g i s t e r e d  w i t h  t h e  P C A O B  a r e  r e q u i r e d  t o  a d h e r e  t o  a l l  P C A O B  s t a n ­
d a r d s  i n  t h e  a u d i t s  o f  " i s s u e r s , "  a s  d e f i n e d  b y  t h e  A c t ,  a n d  o t h e r  e n t i t i e s  w h e n  
p r e s c r i b e d  b y  t h e  r u l e s  o f  t h e  S E C .
F o r  t h o s e  e n t i t i e s  n o t  s u b j e c t  t o  t h e  A c t  o r  t h e  r u l e s  o f  t h e  S E C ,  t h e  p r e p a r a t i o n  
a n d  i s s u a n c e  o f  a u d i t  r e p o r t s  r e m a i n  g o v e r n e d  b y  G A A S  a s  i s s u e d  b y  t h e  A S B .
Major Existing Differences Between GAAS and PCAOB Standards
T h e  m a j o r  d i f f e r e n c e s  b e t w e e n  G A A S  a n d  P C A O B  s t a n d a r d s  a r e  d e s c r i b e d  i n  
b o t h  P a r t  I  o f  v o l u m e  o n e  o f  t h e  A I C P A  P r o f e s s i o n a l  S t a n d a r d s  a n d  i n  P a r t  I  o f  
t h e  A I C P A  p u b l i c a t i o n  t i t l e d ,  P C A O B  S t a n d a r d s  a n d  R e l a t e d  R u l e s .
Auditor Reports to Audit Committees
S e c t i o n  2 0 4  o f  t h e  A c t  r e q u i r e s  t h e  a c c o u n t i n g  f i r m  t o  r e p o r t  t o  t h e  i s s u e r ' s  
a u d i t  c o m m i t t e e  a l l  " c r i t i c a l  a c c o u n t i n g  p o l i c i e s  a n d  p r a c t i c e s  t o  b e  u s e d . . .  
a l l  a l t e r n a t i v e  t r e a t m e n t s  o f  f i n a n c i a l  i n f o r m a t i o n  w i t h i n  [ G A A P ]  t h a t  h a v e  
b e e n  d i s c u s s e d  w i t h  m a n a g e m e n t . . .  r a m i f i c a t i o n s  o f  t h e  u s e  o f  s u c h  a l t e r n a t i v e  
d i s c l o s u r e s  a n d  t r e a t m e n t s ,  a n d  t h e  t r e a t m e n t  p r e f e r r e d "  b y  t h e  f i r m .
Other Requirements
T h e  A c t  c o n t a i n s  r e q u i r e m e n t s  i n  a  n u m b e r  o f  o t h e r  i m p o r t a n t  a r e a s ,  a n d  t h e  
S E C  h a s  i s s u e d  i m p l e m e n t i n g  r e g u l a t i o n s  i n  c e r t a i n  o f  t h o s e  a r e a s  a s  w e l l .  F o r  
e x a m p l e ,
•  T h e  A c t  p r o h i b i t s  a u d i t o r s  f r o m  p e r f o r m i n g  c e r t a i n  n o n - a u d i t  o r  n o n -  
a t t e s t  s e r v i c e s .  T h e  S E C  a d o p t e d  a m e n d m e n t s  t o  i t s  e x i s t i n g  r e q u i r e ­
m e n t s  r e g a r d i n g  a u d i t o r  i n d e p e n d e n c e  t o  e n h a n c e  t h e  i n d e p e n d e n c e  
o f  a c c o u n t a n t s  t h a t  a u d i t  a n d  r e v i e w  f i n a n c i a l  s t a t e m e n t s  a n d  p r e p a r e  
a t t e s t a t i o n  r e p o r t s  f i l e d  w i t h  t h e  S E C .  T h i s  r u l e  c o n f o r m s  t h e  S E C ' s  
r e g u l a t i o n s  t o  S e c t i o n  2 0 8 ( a )  o f  t h e  A c t  a n d ,  i m p o r t a n t l y ,  a d d r e s s e s  
t h e  p e r f o r m a n c e  o f  n o n - a u d i t  s e r v i c e s .
•  T h e  A c t  r e q u i r e s  t h e  l e a d  a u d i t  o r  c o o r d i n a t i n g  p a r t n e r  a n d  t h e  r e v i e w ­
i n g  p a r t n e r  t o  r o t a t e  o f f  o f  t h e  a u d i t  e v e r y  5  y e a r s .  ( S e e  S E C  R e l e a s e s  
3 3 - 8 1 8 3  a n d  3 3 - 8 1 8 3 A  f o r  S E C  i m p l e m e n t i n g  r u l e s . )
•  T h e  A c t  d i r e c t s  t h e  P C A O B  t o  r e q u i r e  a  s e c o n d  p a r t n e r  r e v i e w  a n d  
a p p r o v a l  o f  a u d i t  r e p o r t s  ( c o n c u r r i n g  r e v i e w ) .
•  T h e  A c t  s t a t e s  t h a t  a n  a c c o u n t i n g  f i r m  w i l l  n o t  b e  a b l e  t o  p r o v i d e  
a u d i t  s e r v i c e s  t o  a n  i s s u e r  i f  o n e  o f  t h a t  i s s u e r ' s  t o p  o f f i c i a l s  ( C E O ,  
C o n t r o l l e r ,  C F O ,  C h i e f  A c c o u n t i n g  O f f i c e r ,  e t c . )  w a s  e m p l o y e d  b y  t h e  
f i r m  a n d  w o r k e d  o n  t h e  i s s u e r ' s  a u d i t  d u r i n g  t h e  p r e v i o u s  y e a r .
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Overview of the Oil and Gas Industry 1
Chapter 1
Overview of the Oil and Gas Industry
The Industry's History
1 . 0 1  T o  g a i n  a n  u n d e r s t a n d i n g  o f  o i l  a n d  g a s  p r o d u c i n g  a c t i v i t i e s ,  a  b r i e f  
r e v i e w  o f  t h e  h i s t o r y  o f  t h e  i n d u s t r y  a n d  o i l  a n d  g a s  a c c o u n t i n g  i s  h e l p f u l .  T h e  
f o l l o w i n g  d i s c u s s i o n  i s  i n t e n d e d  t o  b e  b a s i c  i n  n a t u r e ,  b u t  a d d i t i o n a l  r e f e r e n c e s  
a r e  i n c l u d e d  i n  t h e  B i b l i o g r a p h y  s e c t i o n .  ( T h e  i n t e r e s t e d  r e a d e r  i s  u r g e d  t o  r e f e r  
t o  o t h e r  a v a i l a b l e  s o u r c e s . )
1 . 0 2  T h e  f i r s t  c o m m e r c i a l  o i l - d r i l l i n g  v e n t u r e  w a s  i n  1 8 5 9  n e a r  T i t u s v i l l e ,  
P e n n s y l v a n i a .  A  s t e a m - p o w e r e d ,  c a b l e - t o o l  d r i l l i n g  r i g  w a s  u s e d  t o  d r i l l  a  f i f t y -  
n i n e - f o o t  w e l l ,  w h i c h  y i e l d e d  f i v e  b a r r e l s  o f  o i l  p e r  d a y .  T h i s  w e l l  s e t  o f f  a  b o o m  o f  
s o r t s ,  a n d  t h e  c a b l e - t o o l  r i g — w h i c h  a t  t h a t  t i m e  w a s  r e v o l u t i o n a r y — w a s  u s e d  
t o  d r i l l  o t h e r  w e l l s  i n  t h e  a r e a .  O i l  s o o n  s o l d  f o r  a b o u t  t e n  c e n t s  a  b a r r e l  b e c a u s e  
o f  t h e  d r a m a t i c  i n c r e a s e  i n  s u p p l y .
1 . 0 3  I n  t h e  1 8 5 0 s  a n d  e a r l y  1 8 6 0 s ,  o i l  w a s  c h i e f l y  u s e d  f o r  l a m p  f u e l .  
T h e  I n d u s t r i a l  R e v o l u t i o n  a n d  t h e  C i v i l  W a r  g r e a t l y  i n c r e a s e d  t h e  u s e s  o f  o i l  
a n d  t h e r e f o r e  t h e  d e m a n d — s o  m u c h  s o  t h a t  a n n u a l  p r o d u c t i o n  i n  1 8 7 0  e x ­
c e e d e d  t w e n t y - f i v e  m i l l i o n  b a r r e l s .  E a r l y  t r a n s p o r t a t i o n  o f  c r u d e  o i l  w a s  c u m ­
b e r s o m e ,  h o w e v e r ,  r e q u i r i n g  ( 1 )  w o o d e n  b a r r e l s  ( e a c h  w i t h  a  c a p a c i t y  o f  f o r t y -  
t w o  g a l l o n s — t h e  p r e s e n t  m e a s u r e m e n t  o f  a  b a r r e l  o f  c r u d e  o i l ) ,  ( 2 )  h o r s e - d r a w n  
w a g o n s ,  ( 3 )  r i v e r  b a r g e s ,  a n d  ( 4 )  t h e  r a i l r o a d s .  T h e  f i r s t  p i p e l i n e ,  c o m p l e t e d  i n  
t h e  1 8 6 0 s ,  w a s  m a d e  o f  w o o d  a n d  w a s  l e s s  t h a n  o n e - t h o u s a n d  f e e t  l o n g .
1 . 0 4  O n e  o f  t h e  f i r s t  t o  r i s e  t o  p o w e r  i n  t h i s  i n f a n t  i n d u s t r y  w a s  J o h n  D .  
R o c k e f e l l e r .  I n  1 8 7 0 ,  R o c k e f e l l e r  m e r g e d  h i s  f i r m  w i t h  f o u r  o t h e r s  t o  f o r m  t h e  
S t a n d a r d  O i l  C o m p a n y .  D u r i n g  t h e  1 8 8 0 s ,  S t a n d a r d  O i l  c o n t r o l l e d  a p p r o x i ­
m a t e l y  9 0  p e r c e n t  o f  t h e  r e f i n i n g  i n d u s t r y  i n  t h e  U n i t e d  S t a t e s .  S t a n d a r d  O i l ’s  
m a r k e t  d o m i n a n c e  e v e n t u a l l y  l e d  t o  i t s  f o r c e d  d i s s o l u t i o n  i n  1 9 1 1 - 1 9 1 5  b e c a u s e  
o f  f e d e r a l  a n d  s t a t e  a n t i t r u s t  l e g i s l a t i o n  t h a t  h a d  b e e n  e n a c t e d  a s  a  r e s p o n s e  
t o  i t s  s i z e .
1 . 0 5  T h e  g r o w i n g  n u m b e r  o f  a u t o m o b i l e s  s t e a d i l y  i n c r e a s e d  t h e  d e m a n d  
f o r  o i l .  B e c a u s e  a  d o m e s t i c  s h o r t a g e  w a s  f e a r e d  b y  t h e  U . S .  g o v e r n m e n t ,  t h e  
i n d u s t r y  w a s  e n c o u r a g e d  t o  i n c r e a s e  f o r e i g n  e x p l o r a t i o n .  I n  t h e  1 9 2 0 s ,  e x p l o ­
r a t i o n  i n  t h e  M i d d l e  E a s t ,  S o u t h  A m e r i c a ,  A f r i c a ,  a n d  t h e  F a r  E a s t  h a d  b e g u n .  
H o w e v e r ,  t h e  e a s t  T e x a s  o i l  f i e l d  d i s c o v e r y  o f  1 9 3 0  u l t i m a t e l y  c r e a t e d  a n  o i l  
s u r p l u s  t h a t  c a u s e d  c o m p a n i e s  t o  c u t  b a c k  f o r e i g n  o p e r a t i o n s .  D u r i n g  a n d  a f t e r  
W o r l d  W a r  I I ,  h o w e v e r ,  d e m a n d  a g a i n  i n c r e a s e d ,  a n d  e n o r m o u s  c a p i t a l  i n v e s t ­
m e n t s  d e v e l o p e d  t h e  P e r s i a n  G u l f  a r e a .  T h i s  p e r i o d  a l s o  s a w  a n  i n c r e a s e d  u s e  
o f  n a t u r a l  g a s ,  f a c i l i t a t e d  b y  i m p r o v e d  t r a n s p o r t a t i o n  s y s t e m s ,  a n d  t h e  g r o w t h  
o f  t h e  p e t r o c h e m i c a l  i n d u s t r y  ( w h i c h  p r o d u c e d  p l a s t i c s  a n d  s y n t h e t i c s ) .
1 . 0 6  T h e  o i l  a n d  g a s  i n d u s t r y  h a s  g o n e  t h r o u g h  m a n y  c h a n g e s  i n  t h e  p a s t  
t w e n t y  y e a r s .  T h e  A r a b  o i l  e m b a r g o  o f  1 9 7 3  f o c u s e d  p u b l i c  a t t e n t i o n  a n d  c r i t i ­
c i s m  o n  t h e  i n d u s t r y ,  p a r t l y  b e c a u s e  o f  t h e  e m b a r g o ' s  e f f e c t  o n  p r e v i o u s l y  s t a ­
b l e  p r i c e s .  ( I n  1 9 7 3 ,  b e f o r e  t h e  e m b a r g o ,  t h e  a v e r a g e  b a r r e l  o f  c r u d e  o i l  s o l d  
f o r  a b o u t  t h r e e  d o l l a r s . )  N e a r l y  h a l f  t h e  o i l  u s e d  b y  t h e  U n i t e d  S t a t e s  i n  1 9 7 7  
w a s  i m p o r t e d .  I n  1 9 7 9 ,  t h e  g o v e r n m e n t  a n n o u n c e d  " p h a s e d  d e c o n t r o l "  o f  o i l  
p r i c e s  o n  a  s c h e d u l e  t h a t  w o u l d  h a v e  f r e e d  a l l  c r u d e  p r i c e s  b y  O c t o b e r  1 9 8 1 ;
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h o w e v e r ,  i n  J a n u a r y  1 9 8 1 ,  a l l  p r i c e  c o n t r o l s  o n  c r u d e  o i l  w e r e  i m m e d i a t e l y  
l i f t e d .  N a t u r a l  g a s  p r i c e s  c o n t i n u e d  t o  b e  s u b j e c t  t o  c o n t r o l s ,  a s  r e q u i r e d  b y  
t h e  N a t u r a l  G a s  P o l i c y  A c t  o f  1 9 7 8 ,  b u t  i n i t i a l  d e r e g u l a t i o n s  b e g a n  J a n u a r y  1 ,  
1 9 8 5 .
1 . 0 7  B y  t h e  e a r l y  1 9 8 0 s ,  t h e  p r i c e  f o r  a  b a r r e l  o f  o i l  r a n g e d  f r o m  t h i r t y  
t o  f o r t y  d o l l a r s  ( a n d  s o m e t i m e s  h i g h e r ) ,  r e p r e s e n t i n g  a n  a p p r o x i m a t e  1 0 0 0 -  
p e r c e n t  i n c r e a s e  i n  l e s s  t h a n  t e n  y e a r s .  I n  t h e  m i d - 1 9 8 0 s ,  h o w e v e r ,  p r i c e s  h a d  
d e c l i n e d  i n  t h e  f a c e  o f  a  w o r l d  o i l  s u r p l u s .  T h e  e f f e c t s  o f  t h e s e  f l u c t u a t i o n s  
w e r e  f u r t h e r  c o m p l i c a t e d  b y  U . S .  g o v e r n m e n t  p r i c e  c o n t r o l s  t h a t  d e s i g n a t e d  
d i f f e r e n t  g r a d e s  o f  o i l  a n d  c r e a t e d  a  c o m p l e x  p r i c i n g  s t r u c t u r e .  A s  a  r e s u l t ,  
p r o d u c i n g  c o m p a n i e s  g r e w  i n c r e a s i n g l y  r e l u c t a n t  t o  e x p l o r e  a n d  d r i l l .  T h i s  
r e l u c t a n c e  m a y  h a v e  s t e m m e d  f r o m  t h e  f a c t  t h a t  a  b a r r e l  o f  d o m e s t i c a l l y  p r o ­
d u c e d  o i l  o f t e n  h a d  a  s a l e  p r i c e  s i g n i f i c a n t l y  l e s s  t h a n  t h e  p r i c e  o f  i m p o r t e d  
o i l .
Types and Sizes of Companies in the Industry
1 . 0 8  C o m p a n i e s  e n g a g e d  i n  o i l  g a s  e x p l o r a t i o n  a n d  p r o d u c t i o n  a r e  c h a r ­
a c t e r i z e d  b y  a  w i d e  d i v e r s i t y  i n  t y p e  a n d  s i z e ;  u l t i m a t e l y ,  m o s t  a r e  p r i m a r i l y  
d e p e n d e n t  o n  t h e i r  s u c c e s s  i n  e x p l o r i n g  f o r  a n d  d e v e l o p i n g  o i l  a n d  g a s  r e s e r v e s .  
C o m p a n i e s  i n  t h e  i n d u s t r y  r a n g e  f r o m  t h e  l a r g e s t  c o r p o r a t i o n s  i n  t h e  w o r l d  t o  
v e r y  s m a l l  c o m p a n i e s  o r  p r o p r i e t o r s h i p s  w i t h  l i m i t e d  s a l e s  a n d  r e s o u r c e s .
1 . 0 9  T h e  o r g a n i z a t i o n  o f  o i l  a n d  g a s  c o m p a n i e s  v a r i e s  d e p e n d i n g  o n  s i z e  
a n d  d i v e r s i t y  o f  a c t i v i t i e s .  O i l  a n d  g a s  p r o d u c e r s  a r e  u s u a l l y  c l a s s i f i e d  a s  i n d e ­
p e n d e n t  o r  i n t e g r a t e d  c o m p a n i e s .  A  f u l l y  i n t e g r a t e d  c o m p a n y  p r o d u c e s  o i l  a n d  
g a s  a n d  a l s o  o p e r a t e s  r e f i n e r i e s ,  p i p e l i n e s ,  a n d  w h o l e s a l e  a n d  r e t a i l  o u t l e t s .  
S o m e  c o m p a n i e s  a r e  o n l y  p a r t i a l l y  i n t e g r a t e d .
1 . 1 0  I n d e p e n d e n t  e x p l o r a t i o n  a n d  p r o d u c t i o n  c o m p a n i e s  g e n e r a l l y  d o  n o t  
r e f i n e  p r o d u c t s  o r  e n g a g e  i n  m a r k e t i n g  a c t i v i t i e s .  T h e y  l i m i t  t h e i r  a c t i v i t i e s  t o  
e x p l o r a t i o n ,  d e v e l o p m e n t ,  a n d  p r o d u c t i o n .
1 . 1 1  D i s c u s s i o n s  i n  t h i s  g u i d e  w i l l  c o n c e n t r a t e  o n  t h e  o i l  g a s  e x p l o r a t i o n  
a n d  p r o d u c t i o n  a c t i v i t i e s  o f  b o t h  i n d e p e n d e n t  a n d  i n t e g r a t e d  o i l  a n d  g a s  o p e r ­
a t i o n s .  T h e s e  a c t i v i t i e s  i n c l u d e  a c q u i s i t i o n  o f  m i n e r a l  p r o p e r t i e s ,  e x p l o r a t i o n ,  
d r i l l i n g  a n d  d e v e l o p m e n t ,  a n d  p r o d u c t i o n .
Ownership Interests and Operations
1 . 1 2  T h e  c h a r a c t e r i s t i c s  r e l a t i v e l y  u n i q u e  t o  o i l  a n d  g a s  o p e r a t i o n s  a r e  
t h e  n o r m a l  e x i s t e n c e  o f  m u l t i p l e  o w n e r s h i p s  o f  i n d i v i d u a l  p r o p e r t i e s  a n d  t h e  
v a r y i n g  t y p e s  o f  o w n e r s h i p  i n t e r e s t s .  T h i s  v a r i e t y  o f  o w n e r s h i p  i n t e r e s t s  h a s  
d e v e l o p e d  i n  r e s p o n s e  t o  t h e  n e e d  t o  s h a r e  r i s k s ,  t o  t a k e  a d v a n t a g e  o f  t a x  o p ­
p o r t u n i t i e s ,  a n d  t o  r a i s e  t h e  l a r g e  a m o u n t s  o f  c a p i t a l  n e c e s s a r y .  T h e  p r i n c i p a l  
t y p e s  o f  o w n e r s h i p  o r  e c o n o m i c  i n t e r e s t s  e n c o u n t e r e d  i n  t h e  i n d u s t r y  w i l l  b e  
d i s c u s s e d ,  b u t  v a r i a t i o n s  o f  t h e s e  w i l l  b e  e n c o u n t e r e d  b e c a u s e  o f  t h e  e a s i l y  
d i v i s i b l e  n a t u r e  o f  o i l  a n d  g a s  o p e r a t i o n s .
Types of Interests
1 . 1 3  M i n e r a l  i n t e r e s t  i s  t h e  c o m p l e t e  o w n e r s h i p  o f  t h e  m i n e r a l s  i n  p l a c e .
1 . 1 4  R o y a l t y  i n t e r e s t  i s  t h e  p o r t i o n  o f  t h e  m i n e r a l  i n t e r e s t  r e t a i n e d  b y  t h e  
l e s s o r .  T h i s  i n t e r e s t  e n t i t l e s  t h e  r o y a l t y  i n t e r e s t  o w n e r  t o  a  f r a c t i o n a l  a m o u n t
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o f  t h e  p r o d u c t i o n  f r o m  t h e  p r o p e r t y ,  i n  k i n d  o r  i n  v a l u e ,  l e s s  t h e  a p p l i c a b l e  
s e v e r a n c e  t a x e s .  O c c a s i o n a l l y ,  t h e  r o y a l t y  i n t e r e s t  m a y  b e a r  c e r t a i n  s p e c i f i c  
c o s t s .
1 . 1 5  W o r k i n g  i n t e r e s t  ( o r  o p e r a t i n g  i n t e r e s t ) i s  t h e  i n t e r e s t  i n  t h e  o i l  a n d  
g a s  i n  p l a c e  t h a t  b e a r s  m o s t  o r  a l l  o f  t h e  c o s t  o f  d e v e l o p m e n t  a n d  o p e r a t i o n  o f  
t h e  p r o p e r t y .  M i n e r a l  i n t e r e s t  r e v e n u e s  m i n u s  t h e  r o y a l t y  i n t e r e s t  e q u a l s  t h e  
w o r k i n g  i n t e r e s t  s h a r e  o f  r e v e n u e s .
1 . 1 6  O v e r r i d i n g  r o y a l t y  i s  a  r o y a l t y  i n t e r e s t  t h a t  i s  c r e a t e d  o u t  o f  t h e  w o r k ­
i n g  i n t e r e s t .  I t s  t e r m  i s  c o e x t e n s i v e  w i t h  t h a t  o f  t h e  w o r k i n g  i n t e r e s t  f r o m  w h i c h  
i t  w a s  c r e a t e d .
1 . 1 7  N e t  p r o f i t s  i n t e r e s t  i s  a n  i n t e r e s t  i n  p r o d u c t i o n  c r e a t e d  f r o m  t h e  w o r k ­
i n g  i n t e r e s t  a n d  m e a s u r e d  b y  a  c e r t a i n  p e r c e n t a g e  o f  t h e  n e t  p r o f i t s  ( a s  d e f i n e d  
i n  t h e  c o n t r a c t )  f r o m  t h e  o p e r a t i o n  o f  t h e  p r o p e r t y .
1 . 1 8  R e t a i n e d  i n t e r e s t  i s  a n  i n t e r e s t  t h a t  a r i s e s  w h e n  t h e  w o r k i n g  i n t e r e s t  
o w n e r  t r a n s f e r s  t h e  b a s i c  r i g h t s  a n d  r e s p o n s i b i l i t i e s  f o r  d e v e l o p i n g  a n d  o p e r ­
a t i n g  t h e  p r o p e r t y  t o  a n o t h e r  p a r t y  a n d  r e t a i n s  a  s p e c i a l  n o n o p e r a t i n g  i n t e r e s t  
c r e a t e d  b y  t h e  c o n v e y a n c e  c o n t r a c t .
1 . 1 9  C a r v e d - o u t  i n t e r e s t  i s  a n  i n t e r e s t  c r e a t e d  w h e n  t h e  w o r k i n g  i n t e r e s t  
o w n e r  r e t a i n s  t h e  b a s i c  w o r k i n g  i n t e r e s t  b u t  g r a n t s  t o  a n o t h e r  e n t i t y  s p e c i a l  
n o n o p e r a t i n g  r i g h t s  a n d  o b l i g a t i o n s .
Joint Interest Operations
1 . 2 0  O p e r a t i n g  A g r e e m e n t s .  J o i n t  i n t e r e s t  ( a l s o  r e f e r r e d  t o  a s  " j o i n t  v e n ­
t u r e " )  o p e r a t i o n s  r e s u l t  f r o m  a n  a g r e e m e n t  a m o n g  t w o  o r  m o r e  w o r k i n g  i n t e r e s t  
o w n e r s  w h e r e b y  o n e  p a r t y  i s  d e s i g n a t e d  a s  t h e  o p e r a t o r  f o r  t h e  d e v e l o p m e n t  
a n d  o p e r a t i o n  o f  t h e  j o i n t l y  o w n e d  p r o p e r t y  i n c l u d e d  i n  t h e  j o i n t  v e n t u r e .  I n  
j o i n t  i n t e r e s t  o p e r a t i o n s ,  e a c h  w o r k i n g  i n t e r e s t  o w n e r  r e t a i n s  a n  u n d i v i d e d  
i n t e r e s t  i n  t h e  j o i n t l y  o p e r a t e d  p r o p e r t y .  T h i s  d i r e c t  o w n e r s h i p  i s  u s u a l l y  i n ­
c l u d e d  i n  t h e  f i n a n c i a l  s t a t e m e n t s  o f  t h e  i n v e s t o r  t h r o u g h  d i r e c t  i n c l u s i o n  o f  
i t s  p r o p o r t i o n a l  s h a r e  o f  t h e  e x p e n s e s ,  r e v e n u e s ,  a n d  a s s e t s .  J o i n t  i n t e r e s t  o p ­
e r a t i o n s  a r e  d e s i g n e d  t o  a c c o m p l i s h  t h e  o b j e c t i v e s  o f  s h a r i n g  r i s k ,  o b t a i n i n g  
c a p i t a l ,  m a x i m i z i n g  e f f i c i e n c y  o f  d e v e l o p m e n t  a n d  o p e r a t i o n s ,  a n d  e n h a n c i n g  
t h e  r e c o v e r y  o f  r e s e r v e s .
1 . 2 1  J o i n t  i n t e r e s t  o p e r a t i o n s  a r e  g o v e r n e d  b y  c o m p l e x  o p e r a t i n g  a g r e e ­
m e n t s  t h a t  s e t  f o r t h  t h e  r i g h t s ,  d u t i e s ,  a n d  o b l i g a t i o n s  o f  e a c h  p a r t y .  A  s i g ­
n i f i c a n t  p a r t  o f  t h e  a g r e e m e n t  i s  t h e  a c c o u n t i n g  p r o c e d u r e  s e c t i o n ,  w h i c h  e s ­
t a b l i s h e s  t h e  b a s i s  f o r  c h a r g e s  a n d  c r e d i t s  t o  t h e  o p e r a t o r  a n d  t h e  n o n o p ­
e r a t i n g  p a r t i e s  a n d  p r o v i d e s  f o r  b i l l i n g s ,  a d v a n c e  o f  f u n d s ,  p a y m e n t  s c h e d ­
u l e s ,  a u d i t s ,  a n d  o t h e r  g e n e r a l  p r o v i s i o n s  o f  t h e  a r r a n g e m e n t .  T h e  a c c o u n t i n g  
p r o v i s i o n s  i n  j o i n t  o p e r a t i n g  a g r e e m e n t s  u s u a l l y  f o l l o w  a  m o d e l  p r o v i s i o n  d e ­
v i s e d  b y  t h e  C o u n c i l  o f  P e t r o l e u m  A c c o u n t a n t s  S o c i e t i e s  ( C O P A S ) .  A l t h o u g h  
t h e  l e a s e  i s  u s u a l l y  c o n s i d e r e d  t h e  a c c o u n t i n g  u n i t ,  m a n y  c o s t s  c a n n o t  b e  d i ­
r e c t l y  i d e n t i f i e d  w i t h  a  p a r t i c u l a r  l e a s e .  S u c h  c o s t s  a r e  u s u a l l y  c a t e g o r i z e d  a s  
i n d i r e c t  e x p e n s e s  a n d  a r e  r e c o v e r e d  b y  a l l o c a t i n g  o v e r h e a d  t o  l e a s e s  o n  s o m e  
r e a s o n a b l e  b a s i s .  T h e s e  c o s t s  i n c l u d e  s e r v i c e  u n i t  c o s t s  a n d  c e r t a i n  t y p e s  o f  
o v e r h e a d .
1 . 2 2  T h e  o p e r a t o r  b i l l s  t h e  n o n o p e r a t o r s  ( u s u a l l y  a t  t h e  e n d  o f  e a c h  m o n t h )  
f o r  t h e i r  s h a r e  o f  t h e  m o n t h ' s  e x p e n d i t u r e s .  T h e  b i l l i n g  i s  r e f e r r e d  t o  a s  a  j o i n t  
i n t e r e s t  b i l l i n g  ( J I B ) .  T h e  o p e r a t o r  m a y  a l s o  m a k e  a  c a s h  c a l l  a t  t h e  b e g i n n i n g
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o f  e a c h  m o n t h  f o r  t h e  n o n o p e r a t o r ' s  s h a r e  o f  a n t i c i p a t e d  e x p e n d i t u r e s  t h a t  w i l l  
b e  i n c u r r e d  d u r i n g  t h e  m o n t h .  I n  s o m e  c a s e s ,  t h e  o p e r a t o r  m a y  a l s o  c o l l e c t  
r e v e n u e s  f r o m  p r o d u c t i o n  o f  c r u d e  o i l  a n d  o t h e r  l i q u i d s  a n d  d i s t r i b u t e  t h e  p r o ­
c e e d s  t o  t h e  v a r i o u s  o w n e r s h i p  i n t e r e s t s ,  a l t h o u g h  i n  m a n y  c a s e s  t h e  p u r c h a s e r  
w i l l  p a y  t h e  v a r i o u s  i n t e r e s t s  d i r e c t l y  b a s e d  o n  t h e  d i v i s i o n  o r d e r .  N o r m a l l y ,  
p u r c h a s e r s  o f  n a t u r a l  g a s  r e m i t  r e v e n u e s  d i r e c t l y  t o  w o r k i n g  i n t e r e s t  o w n e r s  
i n  a c c o r d a n c e  w i t h  p u r c h a s e r  a g r e e m e n t s  n e g o t i a t e d  w i t h  e a c h  w o r k i n g  i n t e r ­
e s t  o w n e r .
1 . 2 3  M o s t  l a r g e  o i l  a n d  g a s  c o m p a n i e s ,  a s  w e l l  a s  m a n y  s m a l l e r  c o m p a ­
n i e s ,  a c t  a s  o p e r a t o r s  o n  a  n u m b e r  o f  t h e  o i l  a n d  g a s  p r o p e r t i e s  i n  w h i c h  t h e y  
h a v e  a n  i n t e r e s t .  I t  s h o u l d  b e  r e c o g n i z e d ,  h o w e v e r ,  t h a t  n e a r l y  a l l  c o m p a n i e s  
w i l l  b e  n o n o p e r a t o r s  w i t h  r e s p e c t  t o  a  s i g n i f i c a n t  p o r t i o n  o f  t h e i r  p r o p e r t i e s .  
I n  a d d i t i o n ,  t h e  e x t e n t  t o  w h i c h  n o n o p e r a t o r s  t a k e  a n  a c t i v e  r o l e  i n  t h e  o p e r a ­
t i o n  o f  p r o p e r t i e s  v a r i e s  w i d e l y  i n  p r a c t i c e .  I n  m a n y  i n s t a n c e s ,  t h e  n o n o p e r a t o r  
m a i n t a i n s  f u l l  a c c o u n t a b i l i t y  f o r  a c t i v i t i e s  o n  t h e  p r o p e r t i e s ,  i n c l u d i n g  a d v a n c e  
a u t h o r i z a t i o n  o f  c a p i t a l  e x p e n d i t u r e s  t h r o u g h  t h e  a u t h o r i z a t i o n  f o r  e x p e n d i t u r e  
( A F E )  p r o c e s s  a n d  r e v i e w  a n d  a p p r o v a l  o f  r e v e n u e  a n d  e x p e n s e  t r a n s a c t i o n s .  
I n  o t h e r  i n s t a n c e s ,  n o n o p e r a t o r s  m a y  r e l y  a l m o s t  e n t i r e l y  o n  t h e  o p e r a t o r  f o r  
r e c o r d i n g  t r a n s a c t i o n s  a n d  m a i n t a i n i n g  a c c o u n t a b i l i t y  a n d  r e c e i v e  o n l y  a  s u m ­
m a r y  r e p o r t  o f  a c t i v i t y .  T h e  d e g r e e  o f  a c t u a l  i n v o l v e m e n t  i n  p r a c t i c e  m a y  f a l l  
a n y w h e r e  w i t h i n  t h i s  r a n g e .
1 . 2 4  J o i n t  I n t e r e s t  A u d i t s .  T h e  a c c o u n t i n g  p r o c e d u r e  s e c t i o n  o f  t h e  o p e r ­
a t i n g  a g r e e m e n t  u s u a l l y  c o n t a i n s  a  p r o v i s i o n  t h a t  e s t a b l i s h e s  t h e  t i m i n g  o f  t h e  
a u d i t i n g  o f  t h e  o p e r a t o r ’s  r e c o r d s  b y  t h e  n o n o p e r a t i n g  p a r t i e s .  U n d e r  s o m e  o f  
t h e  a c c o u n t i n g  p r o c e d u r e s ,  t h e  n o n o p e r a t o r s  m a y  a u d i t  t h e  o p e r a t o r ' s  e x p e n d i ­
t u r e s  w i t h i n  t w o  y e a r s  a f t e r  t h e  e n d  o f  t h e  p e r i o d  t o  b e  a u d i t e d .  I f  s u c h  a n  o p t i o n  
i s  n o t  e x e r c i s e d ,  o r  i f  a n  e x c e p t i o n  i s  n o t  g r a n t e d  i n  a d v a n c e ,  t h e  n o n o p e r a t o r  
w o u l d  b e  p r e c l u d e d  f r o m  c o n d u c t i n g  a  s u b s e q u e n t  a u d i t  a n d  a l l  t r a n s a c t i o n s  
b i l l e d  w o u l d  b e  c o n s i d e r e d  c o r r e c t .
1 . 2 5  I n  s o m e  o f  t h e  o l d e r  a g r e e m e n t s ,  p r o v i s i o n s  e x i s t e d  w h e r e  t h e  n o n ­
o p e r a t o r  w a s  p e r m i t t e d  m u c h  l e s s  t i m e  t o  c o n d u c t  a n  a u d i t  ( f o r  e x a m p l e ,  a  
s i x - m o n t h  c o n s t r a i n t  w a s  n o t  u n u s u a l ) .
1 . 2 6  J o i n t  i n t e r e s t  a u d i t s  a r e  n o r m a l l y  c o n d u c t e d  b y  t h e  n o n o p e r a t o r ' s  
i n t e r n a l  a u d i t o r s  o r  b y  i n d e p e n d e n t  a u d i t o r s  h i r e d  b y  t h e  n o n o p e r a t o r .  T h e  
p u r p o s e — a n d  t h e r e f o r e  t h e  s c o p e — o f  j o i n t  i n t e r e s t  a u d i t s  i s  s i g n i f i c a n t l y  d i f f e r ­
e n t  f r o m  a n  a u d i t  o f  f i n a n c i a l  s t a t e m e n t s  i n  a c c o r d a n c e  w i t h  g e n e r a l l y  a c c e p t e d  
a u d i t i n g  s t a n d a r d s .  S u c h  a u d i t s  a r e  b e y o n d  t h e  s c o p e  o f  t h i s  g u i d e ;  h o w e v e r ,  
t h e  i n d e p e n d e n t  a u d i t o r 1 s h o u l d  r e a l i z e  t h e r e  a r e  n o  g e n e r a l l y  r e c o g n i z e d  j o i n t  
i n t e r e s t  a u d i t  s t a n d a r d s  i n  e x i s t e n c e .  T h e  q u a l i t y  o f  j o i n t  i n t e r e s t  a u d i t s  m a y  
v a r y  s i g n i f i c a n t l y .  ( S e e  t h e  B i b l i o g r a p h y  f o r  C O P A S  b u l l e t i n s . )
1 . 2 7  D i v i s i o n  O r d e r s .  C o n t r a c t u a l  a g r e e m e n t s  a m o n g  t h e  p a r t i e s  d e t e r ­
m i n e  o w n e r s h i p  i n t e r e s t s ,  a n d  r a r e l y  a r e  t w o  c o n t r a c t s  e x a c t l y  t h e  s a m e .  I n  
a l m o s t  e v e r y  c a s e  t h e r e  w i l l  b e  a t  l e a s t  t w o  r e c i p i e n t s  o f  p r o d u c t i o n  p r o c e e d s :  
t h e  w o r k i n g  i n t e r e s t  o w n e r  a n d  t h e  r o y a l t y  o w n e r .  T h u s ,  a  d i v i s i o n - o f - i n t e r e s t  1
Entities With Oil and Gas Producing Activities
1  A  m e m b e r  p e r f o r m i n g  a n  a t t e s t  e n g a g e m e n t  m u s t  b e  i n d e p e n d e n t  p u r s u a n t  t o  R u l e  1 0 1  o f  t h e  
A I C P A  C o d e  o f  P r o f e s s i o n a l  C o n d u c t .  O t h e r  a p p l i c a b l e  i n d e p e n d e n c e  r u l e s / r e g u l a t i o n s  m a y  a l s o  a p p l y  
t o  m e m b e r s  a n d  o t h e r  a c c o u n t a n t s  w h i l e  p e r f o r m i n g  a t t e s t  e n g a g e m e n t s  ( e . g . ,  S E C ,  P C A O B ,  G A O ,  
s t a t e  l i c e n s i n g  b o a r d s ,  e t c . ) .
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o r d e r  ( o r  s i m p l y  d i v i s i o n  o r d e r )  i s  p r e p a r e d  t o  i n d i c a t e  t h e  p r o p e r  d i s t r i b u t i o n  
o f  p r o d u c t i o n  p r o c e e d s .
1 . 2 8  A  r e g u l a r  d i v i s i o n  o r d e r  i s  a n  a g r e e m e n t  b e t w e e n  t h e  p u r c h a s e r  o f  
p r o d u c t i o n  a n d  a l l  t h e  v a r i o u s  o w n e r s  o f  i n t e r e s t s  i n  t h e  p r o p e r t y .  T h i s  a g r e e ­
m e n t  i n c l u d e s  t h e  f o l l o w i n g :  ( 1 )  t h e  l e g a l  d e s c r i p t i o n  o f  t h e  p r o p e r t y ;  ( 2 )  t h e  
o w n e r s  o f  i n t e r e s t s  i n  t h e  p r o p e r t y ;  ( 3 )  t h e  i n t e r e s t  o w n e d  b y  e a c h ;  a n d  
( 4 )  t h e  t e r m s  o f  p u r c h a s e ,  i n c l u d i n g  p r o v i s i o n s  d e a l i n g  w i t h  p a s s a g e  o f  t i t l e ,  
p r i c e ,  m e a s u r e m e n t ,  p r o d u c t i o n  t a x e s ,  a n d  r e l a t e d  i t e m s .  T h e  o p e r a t o r  o f  t h e  
p r o p e r t y  c i r c u l a t e s  t h e  d i v i s i o n  o r d e r  t o  t h e  v a r i o u s  o w n e r s  o f  i n t e r e s t .  E a c h  
o w n e r ,  b y  s i g n i n g  t h e  d i v i s i o n  o r d e r ,  d o e s  t h e  f o l l o w i n g :  r e p r e s e n t s  o w n e r s h i p  t o  
b e  a s  s t a t e d ;  a u t h o r i z e s  t h e  p u r c h a s e r  t o  r e c e i v e  p r o d u c t i o n  f r o m  t h e  p r o p e r t y  
a n d  t o  m a k e  p a y m e n t  t o  t h e  o w n e r s  i n  p r o p o r t i o n  t o  t h e i r  r e s p e c t i v e  i n t e r e s t s ;  
a n d  a g r e e s  t o  a l l  o t h e r  p r o v i s i o n s  o f  t h e  d i v i s i o n  o r d e r .  S o m e t i m e s  t h e  o p e r a t o r  
r e c e i v e s  t h e  f u l l  p a y m e n t  f r o m  t h e  p u r c h a s e r  a n d  m a k e s  t h e  d i s t r i b u t i o n  t o  t h e  
o t h e r  o w n e r s .
1 . 2 9  I n  t h e  e v e n t  t h a t  a n  o w n e r  o f  i n t e r e s t  i s  u n k n o w n  o r  c a n n o t  b e  l o ­
c a t e d  a n d  t h e  s i g n a t u r e  c a n n o t  b e  s e c u r e d  o n  t h e  d i v i s i o n  o r d e r ,  t h e  r e v e n u e  
a p p l i c a b l e  t o  t h a t  i n t e r e s t  i s  h e l d  i n  s u s p e n s e .  I n  a  s i m i l a r  m a n n e r ,  r e v e n u e  
i s  h e l d  i n  s u s p e n s e  p e n d i n g  r e c e i p t  o f  p r o o f  o f  t i t l e  o r  t i t l e  o p i n i o n ,  e x e c u t i o n  
o f  t h e  d i v i s i o n  o r d e r ,  o r  l i t i g a t i o n  t o  r e s o l v e  a  d i s p u t e  o v e r  o w n e r s h i p  o f  a n  
i n t e r e s t .
Sources of Capital
1 . 3 0  O i l  a n d  g a s  p r o d u c i n g  c o m p a n i e s  r e q u i r e  e n o r m o u s  a m o u n t s  o f  c a p ­
i t a l ,  e s p e c i a l l y  i n  t h e i r  e x p l o r a t i o n  a n d  d e v e l o p m e n t  a c t i v i t i e s .  A s  i n  m o s t  i n ­
d u s t r i e s ,  t h e  t r a d i t i o n a l  s o u r c e s  o f  c a p i t a l  a r e  i n t e r n a l  f i n a n c i n g  a n d  e q u i t y  a n d  
o t h e r  f o r m s  o f  e x t e r n a l  f i n a n c i n g .  H o w e v e r ,  t h e  v a r i o u s  a n d  s o m e t i m e s  u n i q u e  
a d a p t a t i o n s  i n  t h e  o i l  a n d  g a s  i n d u s t r y  w a r r a n t  d i s c u s s i o n .
1 . 3 1  I n  t h e  p a s t ,  o i l  a n d  g a s  c o m p a n i e s ,  e s p e c i a l l y  t h o s e  t h a t  w e r e  l a r g e  
a n d  f i n a n c i a l l y  s t r o n g ,  w e r e  a b l e  t o  f u n d  a  l a r g e  a m o u n t  o f  t h e i r  e x p l o r a t i o n  a n d  
d e v e l o p m e n t  a c t i v i t i e s  w i t h  i n t e r n a l l y  g e n e r a t e d  f u n d s .  I n c r e a s e d  c o m p e t i t i o n  
a m o n g  c o m p a n i e s  f o r  e x p l o r a t i o n  r i g h t s  t o  u n d e v e l o p e d  p r o p e r t i e s  a s  w e l l  a s  
r i s i n g  a c q u i s i t i o n  a n d  d e v e l o p m e n t  c o s t s  h a v e  r e s u l t e d  i n  c o m p a n i e s  t u r n i n g  
m o r e  f r e q u e n t l y  t o  o t h e r  s o u r c e s  o f  f u n d s .
Joint Interests
1 . 3 2  C o m p a n i e s  o f t e n  e n t e r  i n t o  a r r a n g e m e n t s  w i t h  o t h e r s  a s  a  m e a n s  
o f  r a i s i n g  o r  s h a r i n g  c a p i t a l .  T h i s  c a n  b e  d o n e  b y  c r e a t i n g  j o i n t  v e n t u r e s  o r  
p a r t n e r s h i p s ,  b u t  i s  o f t e n  a c c o m p l i s h e d  b y  t r a n s f e r r i n g  a  p o r t i o n  o f  t h e  w o r k i n g  
i n t e r e s t  t o  o t h e r  p a r t i e s ,  a s  d i s c u s s e d  m o r e  t h o r o u g h l y  u n d e r  " C o n v e y a n c e s "  
i n  p a r a g r a p h s  2 . 1 3 3  t h r o u g h  2 . 1 4 2 .  D e p e n d i n g  o n  t h e  a t t r a c t i v e n e s s  o f  t h e  
p r o p e r t y  a n d  t h e  o w n e r ’s  w i l l i n g n e s s  t o  d i l u t e  i n t e r e s t ,  a  p o r t i o n  o f  t h e  c o s t s  o f  
a  p r o p e r t y  m a y  b e  f i n a n c e d  i n  t h i s  m a n n e r .  A n  e x a m p l e  o f  a  c o m m o n  d e a l  a t  o n e  
t i m e  i n  t h e  i n d u s t r y  w a s  a  " t h i r d  f o r  a  q u a r t e r , "  i n  w h i c h  t h e  p u r c h a s e r  a g r e e d  
t o  a s s u m e  a  t h i r d  o f  t h e  c o s t s  i n  e x c h a n g e  f o r  a  f o u r t h  o f  t h e  w o r k i n g  i n t e r e s t  
i n  t h e  p r o p e r t y .  A n o t h e r  e x a m p l e  i s  a  c a r r i e d  i n t e r e s t  a r r a n g e m e n t ,  i n  w h i c h  
o n e  p a r t y  a g r e e s  t o  d e v e l o p  a n d  o p e r a t e  a  p r o p e r t y  a t  i t s  c o s t s  b u t  m a i n t a i n s  
t h e  r i g h t  t o  r e c a p t u r e  i t s  c o s t s  o r  a  d e f i n e d  g r e a t e r  a m o u n t  f r o m  t h e  p r o c e e d s  
o f  p r o d u c t i o n .
Overview of the Oil and Gas Industry
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1 . 3 3  I t  i s  c o m m o n  f o r  o i l  a n d  g a s  o p e r a t o r s  t o  o r g a n i z e  l i m i t e d  p a r t n e r ­
s h i p s .  T h e s e  p a r t n e r s h i p s  a r e  c o m m o n l y  c a l l e d  " o i l  a n d  g a s  f u n d s "  o r  " o i l  a n d  
g a s  p r o g r a m s . "  L i m i t e d  p a r t n e r s h i p s  a r e  o r g a n i z e d  b y  a  s p o n s o r  w h o  s e l l s  i n t e r ­
e s t s  i n  t h e  p a r t n e r s h i p  t o  p r i v a t e  i n v e s t o r s  a n d  t h e n  a c t s  a s  t h e  g e n e r a l  p a r t n e r  
w h e n  t h e  p a r t n e r s h i p  h a s  b e e n  o r g a n i z e d .  I n  t h e  p a s t  l i m i t e d  p a r t n e r s h i p s  w e r e  
u s u a l l y  s t r u c t u r e d  t o  m a x i m i z e  t h e  t a x  d e d u c t i o n s  p a s s e d  t h r o u g h  t o  t h e  l i m ­
i t e d  p a r t n e r s .  T h e  l i m i t e d  p a r t n e r s  a r e  u s u a l l y  l i a b l e  o n l y  f o r  t h e  a m o u n t  o f  
t h e i r  c o n t r i b u t i o n  t o  t h e  p a r t n e r s h i p .  T h e  g e n e r a l  p a r t n e r  n o r m a l l y  h a s  u n l i m ­
i t e d  l i a b i l i t y  f o r  t h e  d e b t s  a n d  o b l i g a t i o n s  a b o v e  t h e  l i m i t e d  p a r t n e r s ’ c a p i t a l ;  
h o w e v e r ,  t h e  g e n e r a l  p a r t n e r  h a s  f u l l  c o n t r o l  o v e r  t h e  p a r t n e r s h i p ' s  o p e r a t i o n s .
1 . 3 4  T h e  p a r t n e r s h i p s  t y p i c a l l y  a r e  e i t h e r  d r i l l i n g  f u n d s  o r  p r o d u c t i o n  
f u n d s .  D r i l l i n g  f u n d s  a r e  o r g a n i z e d  t o  f i n a n c e  e x p l o r a t i o n  o f  n e w  p r o s p e c t s ,  
w h i l e  p r o d u c t i o n  f u n d s  a r e  i n v e s t e d  o n l y  i n  p r o p e r t i e s  k n o w n  t o  c o n t a i n  o i l  o r  
g a s .
1 . 3 5  T h e  l i m i t e d  p a r t n e r s h i p  i s  g o v e r n e d  b y  t h e  p a r t n e r s h i p  a g r e e m e n t ,  
w h i c h  e x p l a i n s  t h e  r i g h t s  a n d  o b l i g a t i o n s  o f  t h e  p a r t n e r s .  T h e  p a r t n e r s h i p  
a g r e e m e n t  s p e c i f i e s  t h e  m e t h o d  o f  a l l o c a t i n g  r e v e n u e s  a n d  e x p e n s e s  b e t w e e n  
t h e  g e n e r a l  a n d  l i m i t e d  p a r t n e r  i n t e r e s t s .  T h e  b a s i c  a l l o c a t i o n  m e t h o d s  a r e  
f u n c t i o n a l  a l l o c a t i o n ,  r e v e r s i o n a r y  i n t e r e s t ,  p r o m o t e d  i n t e r e s t ,  a n d  c a r r i e d  i n ­
t e r e s t .  T h e  l i m i t e d  p a r t n e r  s h o u l d  l o o k  t o  t h e  s u b s t a n c e  o f  t h e  t r a n s a c t i o n  f o r  
t h e  p r o p e r  a c c o u n t i n g  t r e a t m e n t .  M e t h o d s  f o r  s p e c i a l  a l l o c a t i o n  o f  p r o f i t s  a n d  
c o s t s  f o r  t a x  p u r p o s e s  m a y  b e  i n a p p r o p r i a t e  f o r  f i n a n c i a l  r e p o r t i n g  p u r p o s e s .
1 . 3 6  F u n c t i o n a l  a l l o c a t i o n  u s u a l l y  p r o v i d e s  f o r  t h e  t a x - d e d u c t i b l e  e x p e n s e s  
t o  b e  p a i d  w i t h  t h e  l i m i t e d  p a r t n e r s '  c o n t r i b u t i o n  a n d  a l l o c a t e d  t o  t h e m .  C a p ­
i t a l  e x p e n d i t u r e s  s u c h  a s  l e a s e h o l d  c o s t s  a n d  e q u i p m e n t  a r e  p a i d  w i t h  t h e  
g e n e r a l  p a r t n e r s '  c o n t r i b u t i o n .  R e v e n u e  s h a r i n g  i s  b a s e d  o n  a  p r e d e t e r m i n e d  
p e r c e n t a g e  r a t i o  b e t w e e n  t h e  g e n e r a l  a n d  l i m i t e d  p a r t n e r s .  T h i s  m e t h o d  n o r ­
m a l l y  a c h i e v e s  t h e  f a s t e s t  d e d u c t i o n  o f  c o s t s  f o r  t h e  l i m i t e d  p a r t n e r s .
1 . 3 7  U n d e r  a  r e v e r s i o n a r y  i n t e r e s t  a l l o c a t i o n ,  t h e  l i m i t e d  p a r t n e r s '  c o n t r i ­
b u t i o n  i s  u s e d  t o  p a y  t h e  l a r g e s t  p e r c e n t a g e  o f  t h e  p a r t n e r s h i p  e x p e n s e s ,  a n d  
t h e  l i m i t e d  p a r t n e r s  r e c e i v e  a  h i g h  p e r c e n t a g e  o f  t h e  r e v e n u e s  u n t i l  t h e y  r e ­
c o v e r  t h e i r  i n i t i a l  c a p i t a l  c o n t r i b u t i o n s .  A f t e r  t h e  l i m i t e d  p a r t n e r s  r e c o v e r  t h e i r  
i n i t i a l  i n v e s t m e n t ,  t h e  a l l o c a t i o n  r e v e r t s  t o  a n o t h e r  p e r c e n t a g e  r a t i o  a s s i g n i n g  
a  l a r g e r  p o r t i o n  o f  r e v e n u e s  a n d  e x p e n s e s  t o  t h e  g e n e r a l  p a r t n e r  i n t e r e s t .
Entities With Oil and Gas Producing Activities
*  R e c e n t l y  t h e  F i n a n c i a l  A c c o u n t i n g  S t a n d a r d s  B o a r d  i s s u e d  E I T F  I s s u e  N o .  0 4 - 5 ,  " D e t e r m i n i n g  
W h e t h e r  a  G e n e r a l  P a r t n e r ,  o r  t h e  G e n e r a l  P a r t n e r s  a s  a  G r o u p ,  C o n t r o l s  a  L i m i t e d  P a r t n e r s h i p  o r  
S i m i l a r  E n t i t y  W h e n  t h e  L i m i t e d  P a r t n e r s  H a v e  C e r t a i n  R i g h t s , "  w h i c h  a d d r e s s e s  t h e  a c c o u n t i n g  
f o r  g e n e r a l  p a r t n e r s  o f  a l l  n e w  l i m i t e d  p a r t n e r s h i p s  f o r m e d  a n d  f o r  e x i s t i n g  l i m i t e d  p a r t n e r s h i p s  f o r  
w h i c h  t h e  p a r t n e r s h i p  a g r e e m e n t s  a r e  m o d i f i e d .  T h e  g u i d a n c e  i n  t h i s  E I T F  I s s u e  i s  e f f e c t i v e  a f t e r  
J u n e  2 9 ,  2 0 0 5 .  F o r  g e n e r a l  p a r t n e r s  i n  a l l  o t h e r  l i m i t e d  p a r t n e r s h i p s ,  t h e  g u i d a n c e  i n  t h i s  E I T F  I s s u e  
i s  e f f e c t i v e  n o  l a t e r  t h a n  t h e  b e g i n n i n g  o f  t h e  f i r s t  r e p o r t i n g  p e r i o d  i n  f i s c a l  y e a r s  b e g i n n i n g  a f t e r  
D e c e m b e r  1 5 ,  2 0 0 5 .
I n  a d d i t i o n ,  t h e  F i n a n c i a l  A c c o u n t i n g  S t a n d a r d s  B o a r d  p u b l i s h e d  f i n a l  F A S B  S t a f f  P o s i t i o n  
( F S P )  S O P  7 8 - 9 - 1 ,  I n t e r a c t i o n  o f  A I C P A  S t a t e m e n t  o f  P o s i t i o n  7 8 - 9  a n d  E I T F  I s s u e  N o .  0 4 - 5 ,  t o  a m e n d  
A I C P A  S t a t e m e n t  o f  P o s i t i o n  ( S O P )  7 8 - 9 ,  A c c o u n t i n g  f o r  I n v e s t m e n t s  i n  R e a l  E s t a t e  V e n t u r e ,  s o  t h a t  
i t s  g u i d a n c e  i s  c o n s i s t e n t  w i t h  t h e  c o n s e n s u s  r e a c h e d  b y  t h e  F A S B ' s  E m e r g i n g  I s s u e s  T a s k  F o r c e  o n  
E I T F  I s s u e  N o .  0 4 - 5 ,  " D e t e r m i n i n g  W h e t h e r  a  G e n e r a l  P a r t n e r ,  o r  t h e  G e n e r a l  P a r t n e r s  a s  a  G r o u p ,  
C o n t r o l s  a  L i m i t e d  P a r t n e r s h i p  o r  S i m i l a r  E n t i t y  W h e n  t h e  L i m i t e d  P a r t n e r s  H a v e  C e r t a i n  R i g h t s . "  
T h e  g u i d a n c e  i n  t h e  F S P  i s  e f f e c t i v e  a f t e r  J u n e  2 9 ,  2 0 0 5  f o r  g e n e r a l  p a r t n e r s  o f  a l l  n e w  p a r t n e r s h i p s  
f o r m e d  a n d  f o r  e x i s t i n g  p a r t n e r s h i p s  f o r  w h i c h  t h e  p a r t n e r s h i p  a g r e e m e n t s  a r e  m o d i f i e d ,  a n d  i s  
e f f e c t i v e  n o  l a t e r  t h a n  t h e  b e g i n n i n g  o f  f i r s t  r e p o r t i n g  p e r i o d  i n  f i s c a l  y e a r s  b e g i n n i n g  a f t e r  D e c e m b e r  
1 5 ,  2 0 0 5 ,  f o r  g e n e r a l  p a r t n e r s  i n  a l l  o t h e r  p a r t n e r s h i p s .
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1 . 3 8  I n  a  p r o m o t e d  i n t e r e s t  p r o g r a m ,  t h e  g e n e r a l  p a r t n e r  p a y s  a  s p e c i f i e d  
p e r c e n t a g e  o f  a l l  c o s t s  a n d  r e c e i v e s  a  d i s p r o p o r t i o n a t e l y  l a r g e r  p e r c e n t a g e  o f  
n e t  r e v e n u e s .
1 . 3 9  I n  a  c a r r i e d  i n t e r e s t  p r o g r a m ,  t h e  g e n e r a l  p a r t n e r  p a y s  a  s p e c i f i e d  
p e r c e n t a g e  o f  o p e r a t i n g  c o s t s  a n d  r e c e i v e s  a  s p e c i f i e d  p e r c e n t a g e  ( o f t e n  l a r g e r )  
o f  r e v e n u e s  b u t  d o e s  n o t  b e a r  a n y  c a p i t a l  c o s t s .
1 . 4 0  A s i d e  f r o m  t h e  d i f f e r e n c e s  i n  t h e  e q u i t y  s e c t i o n  o f  t h e  f i n a n c i a l  s t a t e ­
m e n t s  a n d  t h e  a l l o c a t i o n  o f  r e v e n u e s  a n d  c o s t s  b e t w e e n  t h e  g e n e r a l  a n d  l i m i t e d  
p a r t n e r s ,  w h i c h  i s  d i c t a t e d  b y  t h e  p a r t n e r s h i p  a g r e e m e n t ,  t h e  a c c o u n t i n g  f o r  
a n d  t h e  a u d i t i n g  o f  a n  o i l  a n d  g a s  l i m i t e d  p a r t n e r s h i p  a r e  b a s i c a l l y  t h e  s a m e  
a s  f o r  a n y  o t h e r  o i l  a n d  g a s  p r o d u c e r .  H o w e v e r ,  f i n a n c i a l  s t a t e m e n t s  a r e  o f t e n  
p r e p a r e d  o n  e i t h e r  t h e  i n c o m e  t a x  o r  c a s h  b a s i s ,  e x c e p t  f o r  t h o s e  o f  p u b l i c  l i m ­
i t e d  p a r t n e r s h i p s ,  w h i c h  a r e  r e q u i r e d  t o  b e  p r e p a r e d  o n  t h e  b a s i s  o f  g e n e r a l l y  
a c c e p t e d  a c c o u n t i n g  p r i n c i p l e s .  T h i s  g u i d e  d o e s  n o t  d i s c u s s  t h e  i n c o m e  t a x  o r  
c a s h  b a s i s  f i n a n c i a l  s t a t e m e n t s  o f  l i m i t e d  p a r t n e r s h i p s — n o r  d o e s  i t  a d d r e s s  
f i n a n c i a l  a c c o u n t i n g  a n d  a u d i t i n g  c o n s i d e r a t i o n s  t h a t  m a y  b e  u n i q u e  t o  l i m i t e d  
p a r t n e r s h i p s .
Other Sources of Capital
1 . 4 1  Q u i t e  c o m m o n  a r e  p r o d u c t i o n  p a y m e n t  t r a n s a c t i o n s ,  w h e r e b y  a  
l e n d e r  a d v a n c e s  f u n d s  t o  b e  r e p a i d  f r o m  f u t u r e  p r o d u c t i o n .  S h o r t - t e r m  a s  w e l l  
a s  l o n g - t e r m  f i n a n c i n g  f r o m  b a n k s  o f t e n  t a k e s  t h e  f o r m  o f  p r o d u c t i o n  l o a n s ,  
s e c u r e d  b y  s p e c i f i c ,  p r o d u c i n g  m i n e r a l  p r o p e r t i e s .  T h e  a u d i t o r  s h o u l d  b e  a w a r e  
o f  t h e  p o t e n t i a l  i m p l i c a t i o n s  o f  t h e  d i f f e r e n t  f o r m s  o f  f i n a n c i n g .
Overview of the Oil and Gas Industry
Accounting for Oil and Gas Producing Activities
1 . 4 2  T h e  t w o  a c c o u n t i n g  m e t h o d s  f o l l o w e d  b y  o i l  a n d  g a s  p r o d u c e r s  a r e  t h e  
s u c c e s s f u l  e f f o r t s  m e t h o d  a n d  t h e  f u l l  c o s t  m e t h o d .  S u c c e s s f u l  e f f o r t s  a c c o u n t i n g  
e s s e n t i a l l y  p r o v i d e s  f o r  c a p i t a l i z i n g  o n l y  t h o s e  c o s t s  d i r e c t l y  r e l a t e d  t o  p r o v e d  
p r o p e r t i e s ;  i t  t h e n  a m o r t i z e s  t h o s e  c o s t s  o v e r  t h e  l i f e  o f  t h e  p r o p e r t i e s .
1 . 4 3  P r i o r  t o  t h e  m i d - 1 9 5 0 s ,  m o s t  o i l  a n d  g a s  c o m p a n i e s  u s e d  t h e  s u c c e s s f u l  
e f f o r t s  a c c o u n t i n g  m e t h o d  o r  s o m e  v a r i a t i o n  t h e r e o f .  I n  t h e  m i d - 1 9 5 0 s ,  a  f o r m  
o f  t h e  f u l l  c o s t  m e t h o d  o f  a c c o u n t i n g  w a s  i n t r o d u c e d .
1 . 4 4  T h e  f u l l  c o s t  c o n c e p t  b e c a m e  p o p u l a r  w i t h  s m a l l ,  n e w l y  f o r m e d  c o m ­
p a n i e s .  I t  a l l o w e d  t h e m  t o  d e f e r  t h e i r  e a r l y  c o s t s  u n t i l  s u c c e s s f u l  e x p l o r a t i o n  
p r o d u c e d  o f f s e t t i n g  r e v e n u e .  B y  1 9 7 0 ,  a l m o s t  h a l f  o f  t h e  p u b l i c  o i l  a n d  g a s  p r o ­
d u c i n g  c o m p a n i e s  w e r e  u s i n g  a  f o r m  o f  t h e  f u l l  c o s t  m e t h o d .
1 . 4 5  F u l l  c o s t  a c c o u n t i n g  g e n e r a l l y  p r o v i d e s  f o r  c a p i t a l i z i n g  ( w i t h i n  a  c o s t  
c e n t e r )  a l l  c o s t s  i n c u r r e d  i n  e x p l o r i n g  f o r ,  a c q u i r i n g ,  a n d  d e v e l o p i n g  o i l  a n d  
g a s  r e s e r v e s — r e g a r d l e s s  o f  w h e t h e r  o r  n o t  t h e  r e s u l t s  o f  s p e c i f i c  c o s t s  a r e  s u c ­
c e s s f u l .  T h i s  m e t h o d  i s  b a s e d  o n  t h e  p r e m i s e  t h a t  t h e  c o s t s  o f  u n s u c c e s s f u l  
e x p l o r a t i o n  e f f o r t s  a r e  n e c e s s a r y  f o r  t h e  d i s c o v e r y  o f  r e s e r v e s  e v e n  t h o u g h  s u c h  
e x p e n d i t u r e s  a r e  m a d e  w i t h  t h e  k n o w l e d g e  t h a t  s p e c i f i c  e f f o r t s  m a y  n o t  a c t u a l l y  
l o c a t e  a n y .  T h u s ,  a l l  c o s t s  i n c u r r e d  i n  a c q u i r i n g  m i n e r a l  r i g h t s ,  i n  d r i l l i n g ,  a n d  
i n  e x p l o r a t i o n  a c t i v i t i e s — a l o n g  w i t h  a l l  c a r r y i n g  c o s t s  o f  n o n p r o d u c i n g  p r o p ­
e r t i e s  i n  t h e  c o s t  c e n t e r — a r e  t r e a t e d  a s  t h e  c o s t  o f  r e s e r v e s  i n  t h a t  c e n t e r .  T h e  
c o s t s  c a p i t a l i z e d  i n  a  c o s t  c e n t e r  a r e  t h e n  a m o r t i z e d  a n d  c h a r g e d  t o  e x p e n s e  
w h i l e  t h e  m i n e r a l  r e s e r v e s  i n  t h a t  c o s t  c e n t e r  a r e  p r o d u c e d .
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1 . 4 6  U n d e r  t h e  f u l l  c o s t  m e t h o d ,  t h e  c o s t  c e n t e r  i s  u s e d  t o  " p o o l "  c o s t s  t o  b e  
l a t e r  m a t c h e d  w i t h  r e v e n u e s  g e n e r a t e d  f r o m  t h e  c o s t  c e n t e r ’s  o p e r a t i o n s .  U n d e r  
t h e  b r o a d e s t  c o n c e p t ,  t h e  c o m p a n y ' s  e n t i r e  w o r l d w i d e  o i l  a n d  g a s  o p e r a t i o n s  
w o u l d  b e  t r e a t e d  a s  a  s i n g l e  c o s t  c e n t e r .  M o s t  c o m p a n i e s ,  h o w e v e r ,  c o n s i d e r  t h e  
c o n t i n e n t  o r  t h e  i n d i v i d u a l  c o u n t r y  a  c o s t  c e n t e r ,  a n d  t h e  S E C  a c c o u n t i n g  r u l e s  
s p e c i f y  t h e  s i z e  o f  c o s t  c e n t e r s  t o  b e  a n  i n d i v i d u a l  c o u n t r y .
1 . 4 7  I n  1 9 6 9 ,  t h e  A m e r i c a n  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s  
( A I C P A )  p u b l i s h e d  A c c o u n t i n g  R e s e a r c h  S t u d y  ( A R S )  N o .  1 1 ,  w h i c h  c a l l e d  f o r  
t h e  e l i m i n a t i o n  o f  t h e  f u l l  c o s t  m e t h o d  a n d  r e c o m m e n d e d  t h a t  t h e  s u c c e s s f u l  
e f f o r t s  m e t h o d  b e  t h e  o n l y  a c c e p t a b l e  m e t h o d .  T h e  A c c o u n t i n g  P r i n c i p l e s  B o a r d  
( A P B )  a p p o i n t e d  a  c o m m i t t e e  t o  d e v e l o p  a n  a u t h o r i t a t i v e  o p i n i o n  o n  f i n a n c i a l  
a c c o u n t i n g  a n d  r e p o r t i n g  f o r  t h e  o i l  a n d  g a s  i n d u s t r y ;  h o w e v e r ,  t h e  A P B  w a s  
t e r m i n a t e d  i n  1 9 7 3  b e f o r e  t h e  c o m m i t t e e  c o m p l e t e d  i t s  c h a r g e .
1 . 4 8  I n  D e c e m b e r  1 9 7 7 ,  t h e  F i n a n c i a l  A c c o u n t i n g  S t a n d a r d s  B o a r d  
( F A S B )  i s s u e d  F A S B  S t a t e m e n t  N o .  1 9 , † F i n a n c i a l  A c c o u n t i n g  a n d  R e p o r t i n g  
b y  O i l  a n d  G a s  P r o d u c i n g  C o m p a n i e s .  T h e  s t a t e m e n t  r e q u i r e d  a  f o r m  o f  s u c ­
c e s s f u l  e f f o r t s  a c c o u n t i n g  a s  t h e  u n i f o r m  m e t h o d  f o r  a l l  e n t e r p r i s e s  e n g a g e d  i n  
o i l  a n d  g a s  p r o d u c i n g  a c t i v i t i e s .
1 . 4 9  I n  s u m m a r y ,  s u c c e s s f u l  e f f o r t s  a c c o u n t i n g  a s  s p e c i f i e d  b y  F A S B  S t a t e ­
m e n t  N o .  1 9  p r o v i d e s  t h a t —
1 .  E x p l o r a t i o n  c o s t s ,  o t h e r  t h a n  e x p l o r a t i o n  d r i l l i n g  c o s t s ,  i n c l u d i n g ,  
g e o l o g i c a l  a n d  g e o p h y s i c a l  c o s t s ,  c o s t s  o f  c a r r y i n g  a n d  r e t a i n i n g  
u n d e v e l o p e d  p r o p e r t i e s ,  a n d  d r y  h o l e  a n d  b o t t o m  h o l e  c o n t r i b u t i o n s  
s h o u l d  b e  c h a r g e d  t o  e x p e n s e  w h e n  i n c u r r e d .
2 .  A c q u i s i t i o n  c o s t s  s h o u l d  b e  c a p i t a l i z e d  i n i t i a l l y ;  h o w e v e r ,  l o s s e s  
s h o u l d  b e  r e c o g n i z e d  i f  t h e  v a l u e s  o f  u n p r o v e d  p r o p e r t i e s  a r e  d e t e r ­
m i n e d  t o  b e  i m p a i r e d  o n  t h e  b a s i s  o f  a  r e q u i r e d  p e r i o d i c  a s s e s s m e n t .
3 .  T h e  c o s t s  o f  d r i l l i n g  e x p l o r a t o r y  w e l l s  a n d  e x p l o r a t o r y - t y p e  s t r a t i ­
g r a p h i c  t e s t  w e l l s  s h o u l d  b e  c a p i t a l i z e d  p e n d i n g  d e t e r m i n a t i o n  o f  
w h e t h e r  t h e  w e l l  h a s  f o u n d  p r o v e d  r e s e r v e s .  T h e  c o s t s  o f  u n s u c ­
c e s s f u l  e x p l o r a t o r y  w e l l s  s h o u l d  b e  c h a r g e d  t o  e x p e n s e .
4 .  T h e  c o s t s  o f  d r i l l i n g  d e v e l o p m e n t  w e l l s ,  i n c l u d i n g  u n s u c c e s s f u l  d e ­
v e l o p m e n t  w e l l s ,  s h o u l d  b e  c a p i t a l i z e d .
5 .  P r o d u c t i o n  c o s t s — t o g e t h e r  w i t h  t h e  a m o r t i z a t i o n  o f  t h e  c a p i t a l ­
i z e d  a c q u i s i t i o n ,  e x p l o r a t i o n ,  a n d  d e v e l o p m e n t  c o s t s — s h o u l d  b e ­
c o m e  t h e  c o s t  o f  o i l  a n d  g a s  p r o d u c e d .
6 .  C a p i t a l i z e d  c o s t s  a r e  a c c u m u l a t e d  b y  c o s t  c e n t e r s ,  w h i c h  p r o v i d e  a  
m e a n s  w h e r e b y  c o s t s  c a n  b e  c o l l e c t e d  a n d  a m o r t i z e d  a g a i n s t  r e l a t e d  
r e v e n u e s .  F o r  a m o r t i z a t i o n  p u r p o s e s ,  t h e  c o s t  c e n t e r  i s  t h e  i n d i v i d ­
u a l  p r o p e r t y  o r  a n  a g g r e g a t i o n  o f  p r o p e r t i e s  i n  t h e  s a m e  f i e l d  o r  
r e s e r v o i r .
7 .  C a p i t a l i z e d  a c q u i s i t i o n  c o s t s  s h o u l d  b e  a m o r t i z e d  o n  t h e  u n i t -  
o f - p r o d u c t i o n  m e t h o d  u s i n g  t o t a l  p r o v e d  o i l  a n d  g a s  r e s e r v e s .  †
Entities With Oil and Gas Producing Activities
† R e c e n t l y  t h e  F A S B  h a s  i s s u e d  S t a t e m e n t  N o .  1 5 4 ,  A c c o u n t i n g  C h a n g e s  a n d  E r r o r  C o r r e c t i o n s —  
a  r e p l a c e m e n t  o f  A P B  O p i n i o n  N o .  2 0  a n d  F A S B  S t a t e m e n t  N o .  3 .  T h i s  F A S B  S t a t e m e n t  s h a l l  b e  e f f e c ­
t i v e  f o r  a c c o u n t i n g  c h a n g e s  a n d  c o r r e c t i o n s  o f  e r r o r s  m a d e  i n  f i s c a l  y e a r s  b e g i n n i n g  a f t e r  D e c e m b e r  
1 5 ,  2 0 0 5 .  E a r l y  a d o p t i o n  i s  p e r m i t t e d  f o r  a c c o u n t i n g  c h a n g e s  a n d  c o r r e c t i o n s  o f  e r r o r s  m a d e  i n  f i s c a l  
y e a r s  b e g i n n i n g  a f t e r  t h e  d a t e  t h i s  F A S B  S t a t e m e n t  i s  i s s u e d .  T h i s  F A S B  S t a t e m e n t  d o e s  n o t  c h a n g e  
t h e  t r a n s i t i o n  p r o v i s i o n s  o f  a n y  e x i s t i n g  a c c o u n t i n g  p r o n o u n c e m e n t s ,  i n c l u d i n g  t h o s e  t h a t  a r e  i n  a  
t r a n s i t i o n  p h a s e  a s  o f  t h e  e f f e c t i v e  d a t e  o f  t h i s  F A S B  S t a t e m e n t .
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C a p i t a l i z e d  e x p l o r a t i o n  a n d  d e v e l o p m e n t  c o s t s  s h o u l d  b e  a m o r t i z e d  
o n  t h e  u n i t - o f - p r o d u c t i o n  m e t h o d  u s i n g  p r o v e d  d e v e l o p e d  o i l  a n d  
g a s  r e s e r v e s .
1 . 5 0  T h e  S E C  c a l l e d  f o r  p u b l i c  h e a r i n g s  i n  A u g u s t  1 9 7 8  b e f o r e  a d o p t i n g  
t h e  s t a t e m e n t  a s  t h e  a u t h o r i t a t i v e  s t a n d a r d  o f  a c c o u n t i n g  a n d  r e p o r t i n g  f o r  o i l  
a n d  g a s  p r o d u c i n g  c o m p a n i e s  f i l i n g  r e p o r t s  w i t h  t h e  S E C .  B e c a u s e  o f  t h e  s t r o n g  
o p p o s i t i o n  v o i c e d  a t  t h o s e  h e a r i n g s ,  t h e  S E C  i s s u e d  A c c o u n t i n g  S e r i e s  R e l e a s e  
( A S R )  N o .  2 5 3 ,  s e c t i o n  4 0 6 ,  A d o p t i o n  o f  R e q u i r e m e n t s  f o r  F i n a n c i a l  A c c o u n t i n g  
a n d  R e p o r t i n g  P r a c t i c e s  f o r  O i l  a n d  G a s  P r o d u c i n g  A c t i v i t i e s .  T h i s  A S R —
•  A d o p t e d  t h e  f o r m  o f  s u c c e s s f u l  e f f o r t s  a c c o u n t i n g  a n d  t h e  d i s c l o s u r e s  
p r e s c r i b e d  b y  F A S B  S t a t e m e n t  N o .  1 9 .
•  I n d i c a t e d  t h e  S E C ' s  i n t e n t i o n  t o  d e v e l o p  a  f o r m  o f  t h e  f u l l  c o s t  a c c o u n t ­
i n g  m e t h o d  a s  a n  a l t e r n a t i v e  a c c e p t a b l e  f o r  S E C  r e p o r t i n g  p u r p o s e s  
( A S R  N o .  2 5 8 ,  s e c t i o n  4 0 6 ) .
•  C o n c l u d e d  t h a t  b o t h  t h e  f u l l  c o s t  a n d  s u c c e s s f u l  e f f o r t s  m e t h o d s  o f  
a c c o u n t i n g ,  b a s e d  o n  h i s t o r i c a l  c o s t s ,  f a i l  t o  p r o v i d e  s u f f i c i e n t  i n f o r ­
m a t i o n  o n  t h e  f i n a n c i a l  p o s i t i o n  a n d  o p e r a t i n g  r e s u l t s  o f  o i l  a n d  g a s  
p r o d u c i n g  c o m p a n i e s  a n d ,  a c c o r d i n g l y ,  t h a t  s t e p s  s h o u l d  b e  t a k e n  t o  
d e v e l o p  a n  a c c o u n t i n g  m e t h o d  b a s e d  o n  a  v a l u a t i o n  o f  p r o v e d  o i l  a n d  
g a s  r e s e r v e s .  ( T h e  S E C  l a t e r  d e c i d e d  t h a t  t h e  v a l u a t i o n  a c c o u n t i n g  i t  
p r o p o s e d — r e s e r v e  r e c o g n i t i o n  a c c o u n t i n g  ( R R A ) — w a s  n o  l o n g e r  c o n ­
s i d e r e d  t o  b e  a  p o t e n t i a l  m e t h o d  o f  a c c o u n t i n g  i n  t h e  p r i m a r y  f i n a n c i a l  
s t a t e m e n t s  o f  o i l  a n d  g a s  p r o d u c e r s .  T h e  S E C  a l s o  a n n o u n c e d  i t s  s u p ­
p o r t  o f  a n  u n d e r t a k i n g  b y  t h e  F A S B  t o  d e v e l o p  a  c o m p r e h e n s i v e  d i s ­
c l o s u r e  p a c k a g e  f o r  t h o s e  e n g a g e d  i n  o i l  a n d  g a s  p r o d u c i n g  a c t i v i t i e s . )
•  A d o p t e d  r u l e s  t h a t  r e q u i r e  f i n a n c i a l  s t a t e m e n t  d i s c l o s u r e  o f  c e r t a i n  
f i n a n c i a l  a n d  o p e r a t i n g  d a t a  r e g a r d l e s s  o f  t h e  m e t h o d  o f  a c c o u n t i n g  
f o l l o w e d .
I n  A S R  N o s .  2 5 7  a n d  2 5 8 ,  s e c t i o n  406, t h e  S E C  r e l e a s e d  i t s  f i n a l  r u l e s  f o r  
s u c c e s s f u l  e f f o r t s  a n d  f u l l  c o s t  a c c o u n t i n g .  A t  t h a t  p o i n t ,  c o m p a n i e s  u n d e r  S E C  
j u r i s d i c t i o n  c o u l d  f o l l o w  e i t h e r  t h e  f u l l  c o s t  m e t h o d  p r e s c r i b e d  i n  A S R  N o .  2 5 8 ,  
s e c t i o n  406.01.c., o r  t h e  s u c c e s s f u l  e f f o r t s  m e t h o d  p r e s c r i b e d  i n  A S R  N o .  2 5 3 ,  
s e c t i o n  406.01.b., a s  m o d i f i e d  b y  A S R  N o .  2 5 7 ,  s e c t i o n  406— a  m e t h o d  i d e n t i c a l  
t o  t h a t  c o n t a i n e d  i n  F A S B  S t a t e m e n t  N o .  19.
1 . 5 1  I n  r e s p o n s e  t o  t h e  S E C ' s  i s s u a n c e  o f  A S R  N o .  2 5 3 ,  s e c t i o n  4 0 6 . 0 1 . b . ,  
t h e  F A S B  i s s u e d  F A S B  S t a t e m e n t  N o .  2 5 , † S u s p e n s i o n  o f  C e r t a i n  A c c o u n t ­
i n g  R e q u i r e m e n t s  f o r  O i l  a n d  G a s  P r o d u c i n g  C o m p a n i e s .  T h i s  s t a t e m e n t  s u s ­
p e n d e d ,  f o r  a n  i n d e f i n i t e  p e r i o d  o f  t i m e ,  m o s t  o f  t h e  p r o v i s i o n s  o f  F A S B  S t a t e ­
m e n t  N o .  1 9 .  H o w e v e r ,  s o m e  p r o v i s i o n s  o f  F A S B  S t a t e m e n t  N o .  1 9 ,  i n c l u d i n g  
d e f e r r e d  i n c o m e  t a x e s  a n d  s o m e  a s p e c t s  o f  p r o p e r t y  c o n v e y a n c e s  a n d  d i s c l o ­
s u r e  r e q u i r e m e n t s ,  w e r e  r e t a i n e d  a n d  b e c a m e  e f f e c t i v e . * 2  T h u s ,  c o m p a n i e s  t h a t
Overview of the Oil and Gas Industry
† S e e  f o o t n o t e  † i n  p a r a g r a p h  1 . 4 8 .
2  F A S B  S t a t e m e n t  N o .  2 5  a l s o  s t a t e s  t h a t  f o r  p u r p o s e s  o f  a p p l y i n g  p a r a g r a p h  1 6  o f  A P B  O p i n i o n  
N o .  2 0 ,  A c c o u n t i n g  C h a n g e s ,  s u c c e s s f u l  e f f o r t s  i s  t h e  p r e f e r a b l e  m e t h o d  o f  a c c o u n t i n g  f o r  o i l  a n d  
g a s  p r o d u c i n g  a c t i v i t i e s ;  t h e r e f o r e ,  n o  j u s t i f i c a t i o n  f o r  a  c h a n g e  t o  t h e  s u c c e s s f u l  e f f o r t s  m e t h o d  i s  
n e c e s s a r y — n o r  i s  a  p r e f e r a b i l i t y  l e t t e r  f o r  s u c h  a  c h a n g e  r e q u i r e d  b y  t h e  S E C  f o r  i t s  r e g i s t r a n t s .  
A n y  c h a n g e  t o  t h e  f u l l  c o s t  m e t h o d  m u s t  b e  j u s t i f i e d  a s  b e i n g  p r e f e r a b l e  i n  t h e  c i r c u m s t a n c e s ,  a n d  
a  p r e f e r a b i l i t y  l e t t e r  d e s c r i b i n g  t h o s e  c i r c u m s t a n c e s  m u s t  b e  f i l e d  w i t h  t h e  S E C  f o r  r e g i s t r a n t s .  T h e  
S E C ' s  p o s i t i o n  o n  p r e f e r a b i l i t y  l e t t e r s  f o r  a c c o u n t i n g  c h a n g e s  t o  o r  f r o m  t h e  s u c c e s s f u l  e f f o r t s  o r  f u l l  
c o s t  m e t h o d s  i s  d e s c r i b e d  i n  A S R  N o .  3 0 0 ,  s e c t i o n  4 0 6 . 0 1 . d .
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r e p o r t  t o  t h e  S E C  m a y  f o l l o w  e i t h e r  t h e  f u l l  c o s t  a c c o u n t i n g  m e t h o d  p r e s c r i b e d  
b y  A S R  N o .  2 5 8 ,  s e c t i o n  406.01.c., o r  t h e  s u c c e s s f u l  e f f o r t s  m e t h o d  p r e s c r i b e d  
b y  A S R  N o .  2 5 3 ,  s e c t i o n  406.01.b., a s  m o d i f i e d  b y  A S R  N o .  2 5 7 ,  s e c t i o n  406— a  
m e t h o d  i d e n t i c a l  t o  t h a t  c o n t a i n e d  i n  F A S B  S t a t e m e n t  N o .  19. F o r  n o n p u b l i c  
c o m p a n i e s  t h e r e  i s  n o  p r e s c r i b e d  m e t h o d  o f  a c c o u n t i n g  f o r  c o s t s  i n c u r r e d  i n  o i l  
a n d  g a s  e x p l o r a t i o n  o r  f o r  a m o r t i z a t i o n  o f  t h o s e  c a p i t a l i z e d  c o s t s .
1 . 5 2  I n  N o v e m b e r  1 9 8 2 ,  t h e  F A S B  i s s u e d  S t a t e m e n t  N o .  6 9 ,  D i s c l o s u r e s  
a b o u t  O i l  a n d  G a s  P r o d u c i n g  A c t i v i t i e s .  T h i s  s t a t e m e n t  a m e n d e d  F A S B  S t a t e ­
m e n t  N o .  1 9  b y  e s t a b l i s h i n g  d i s c l o s u r e s  a b o u t  o i l  a n d  g a s  p r o d u c i n g  a c t i v i t i e s  
t o  b e  m a d e  f o r  p u b l i c l y  t r a d e d  e n t e r p r i s e s  w h e n  p r e s e n t i n g  a  c o m p l e t e  s e t  o f  
a n n u a l  f i n a n c i a l  s t a t e m e n t s .  I t  a l s o  r e q u i r e s  a l l  e n t i t i e s  ( p u b l i c  a n d  n o n p u b l i c )  
e n g a g e d  i n  o i l  a n d  g a s  p r o d u c i n g  a c t i v i t i e s  t o  d i s c l o s e  i n  t h e i r  f i n a n c i a l  s t a t e ­
m e n t s  t h e  m e t h o d  o f  a c c o u n t i n g  f o r  c o s t s  i n c u r r e d  i n  t h e s e  a c t i v i t i e s  a n d  t h e  
m a n n e r  o f  d i s p o s i n g  o f  c a p i t a l i z e d  c o s t s  r e l a t i n g  t o  t h o s e  a c t i v i t i e s .  T h e  S E C ,  
i n  F i n a n c i a l  R e p o r t i n g  R e l e a s e  ( F R R )  N o .  9 ,  S u p p l e m e n t a l  D i s c l o s u r e s  i n  O i l  
a n d  G a s  P r o d u c i n g  A c t i v i t i e s ,  s e c t i o n  4 0 6 . 0 2 ,  g e n e r a l l y  a d o p t e d  t h e s e  d i s c l o ­
s u r e  s t a n d a r d s .  I n  s u m m a r y ,  F A S B  S t a t e m e n t  N o .  6 9  p r o v i d e s  f o r  t h e  f o l l o w i n g  
d i s c l o s u r e s  f o r  p u b l i c  c o m p a n i e s  a s  s u p p l e m e n t a r y  i n f o r m a t i o n : 3
•  N e t  q u a n t i t i e s  o f  p r o v e d  r e s e r v e s  a n d  p r o v e d  d e v e l o p e d  r e s e r v e s  o f  o i l  
( i n c l u d i n g  c o n d e n s a t e  a n d  n a t u r a l  g a s  l i q u i d s )  a n d  g a s  a s  o f  t h e  b e ­
g i n n i n g  a n d  e n d  o f  t h e  y e a r ,  w i t h  d e t a i l s  o f  c h a n g e s  i n  p r o v e d  r e s e r v e s  
d u r i n g  t h e  y e a r
•  C a p i t a l i z e d  c o s t s  r e l a t i n g  t o  o i l  a n d  g a s  p r o d u c i n g  a c t i v i t i e s  a n d  t h e  r e ­
l a t e d  d e p r e c i a t i o n ,  d e p l e t i o n ,  a m o r t i z a t i o n ,  a n d  v a l u a t i o n  a l l o w a n c e s  
a s  o f  t h e  e n d  o f  t h e  y e a r
•  C o s t s  i n c u r r e d  i n  o i l  a n d  g a s  p r o p e r t y  a c q u i s i t i o n ,  e x p l o r a t i o n ,  a n d  d e ­
v e l o p m e n t  a c t i v i t i e s  d u r i n g  t h e  y e a r  i n c l u d i n g  a s s e t  r e t i r e m e n t  c o s t s  
r e c o r d e d  a s  r e q u i r e d  b y  F A S B  S t a t e m e n t  N o .  1 4 3 .
•  D e t a i l s  o f  t h e  r e s u l t s  o f  o p e r a t i o n s  f o r  o i l  a n d  g a s  p r o d u c i n g  a c t i v i t i e s  
d u r i n g  t h e  y e a r
•  S t a n d a r d i z e d  m e a s u r e  o f  d i s c o u n t e d  f u t u r e  n e t  c a s h  f l o w s  r e l a t i n g  t o  
p r o v e d  o i l  a n d  g a s  r e s e r v e  q u a n t i t i e s  a s  o f  t h e  e n d  o f  t h e  y e a r ,  w i t h  
d e t a i l s  o f  c h a n g e s  i n  t h e  s t a n d a r d i z e d  m e a s u r e  d u r i n g  t h e  y e a r
F A S B  S t a t e m e n t  N o .  6 9 ,  p a r a g r a p h  3 0  p r o v i d e s  t h a t  t h e  s t a n d a r d i z e d  m e a s u r e  
o f  d i s c o u n t e d  f u t u r e  n e t  c a s h  f l o w s  s h o u l d  b e  b a s e d  o n  t h e  y e a r  e n d  p r i c e s  o f  o i l  
a n d  g a s .  F u t u r e  p r i c e  c h a n g e s  s h o u l d  b e  c o n s i d e r e d  o n l y  t o  t h e  e x t e n t  p r o v i d e d  
b y  c o n t r a c t u a l  a r r a n g e m e n t s  i n  e x i s t e n c e  a t  y e a r - e n d .  T h e  S E C  p o s i t i o n  i s  t h a t  
t h e  p r i c e s  u s e d  m u s t  b e  t h e  p r i c e s  f o r  t h e  p h y s i c a l  p r o d u c t i o n  a n d  s h o u l d  n o t  
b e  a d j u s t e d  f o r  h e d g e s .
1 . 5 3  F o r  p u r p o s e s  o f  t h i s  g u i d e ,  " s u c c e s s f u l  e f f o r t s "  r e f e r s  t o  t h e  a c c o u n t ­
i n g  m e t h o d  s p e c i f i e d  i n  F A S B  S t a t e m e n t  N o .  1 9  a n d  " f u l l  c o s t "  r e f e r s  t o  t h e  
a c c o u n t i n g  m e t h o d  s p e c i f i e d  i n  R e g u l a t i o n  S - X  o f  t h e  S E C .  I t  s h o u l d  b e  r e c ­
o g n i z e d  t h a t  h y b r i d s  o f  b o t h  o f  t h e s e  m e t h o d s  a r e  c o m m o n l y  r e f e r r e d  t o  b y  
t h o s e  n a m e s  a n d  o f t e n  a r e  c o n s i d e r e d  t o  b e  w i t h i n  t h e  f r a m e w o r k  o f  g e n e r a l l y  
a c c e p t e d  a c c o u n t i n g  p r i n c i p l e s  f o r  c o m p a n i e s  n o t  r e p o r t i n g  t o  t h e  S E C .
Entities With Oil and Gas Producing Activities
3  S u p p l e m e n t a r y  i n f o r m a t i o n  i s  c o n s i d e r e d  t o  b e  o u t s i d e  t h e  b a s i c  f i n a n c i a l  s t a t e m e n t s  a n d  
i s  t h e r e f o r e  n o t  r e q u i r e d  t o  b e  a u d i t e d .  H o w e v e r ,  S A S  N o .  5 2 ,  O m n i b u s  S t a t e m e n t  o n  A u d i t i n g  
S t a n d a r d s — 1 9 8 7 ,  " R e q u i r e d  S u p p l e m e n t a r y  I n f o r m a t i o n , "  a n d  A u d i t i n g  I n t e r p r e t a t i o n  N o .  1  o f  S A S  
N o .  5 2 ,  " S u p p l e m e n t a r y  O i l  a n d  G a s  R e s e r v e  I n f o r m a t i o n , "  a t  A U  s e c t i o n  9 5 5 8 . 0 1 - . 0 6 ,  d e s c r i b e  t h e  
a u d i t o r ' s  r e s p o n s i b i l i t y  w i t h  r e g a r d  t o  t h i s  i n f o r m a t i o n .
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1 . 5 4  I n  a d d i t i o n  t o  a c c o u n t i n g  m e t h o d s  i n c l u d e d  w i t h i n  g e n e r a l l y  a c c e p t e d  
a c c o u n t i n g  p r i n c i p l e s ,  i n c o m e  t a x  l a w s  a n d  r e g u l a t i o n s  h a v e  a  m a j o r  e f f e c t  o n  
b o t h  t h e  a c c o u n t i n g  a n d  t h e  e c o n o m i c  d e c i s i o n s  o f  o i l  a n d  g a s  c o m p a n i e s .  T h e r e  
a r e  m a n y  s i g n i f i c a n t  d i f f e r e n c e s  b e t w e e n  t h e  i n c o m e  t a x  a n d  e i t h e r  o f  t h e  p r i n c i ­
p a l  a c c o u n t i n g  m e t h o d s ,  i n c l u d i n g  t h e  a b i l i t y  t o  c h a r g e  i n t a n g i b l e  d r i l l i n g  c o s t s  
t o  e x p e n s e  f o r  i n c o m e  t a x  p u r p o s e s .  T h e  a u d i t o r  s h o u l d  h a v e  a n  u n d e r s t a n d i n g  
o f  t h e  m o r e  c o m m o n  d i f f e r e n c e s ,  w h i c h  a r e  d i s c u s s e d  i n  C h a p t e r  3 .
Impairment or Disposal of Long-Lived Assets4
1 . 5 5  F A S B  S t a t e m e n t  N o .  1 4 4 , 5  A c c o u n t i n g  f o r  t h e  I m p a i r m e n t  o r  D i s p o s a l  
o f  L o n g - L i v e d  A s s e t s ,  e s t a b l i s h e s  a c c o u n t i n g  s t a n d a r d s  f o r  f i n a n c i a l  a c c o u n t ­
i n g  a n d  r e p o r t i n g  f o r  t h e  i m p a i r m e n t  o f  l o n g - l i v e d  a s s e t s  a n d  f o r  l o n g - l i v e d  
a s s e t s  t o  b e  d i s p o s e d  o f .  T h e  S t a t e m e n t  r e q u i r e s  t h a t  a  l o n g - l i v e d  a s s e t  ( a s s e t  
g r o u p )  t o  b e  h e l d  a n d  u s e d  b y  a n  e n t i t y  b e  r e v i e w e d  f o r  i m p a i r m e n t  w h e n e v e r  
e v e n t s  o r  c h a n g e s  i n  c i r c u m s t a n c e s  i n d i c a t e  t h a t  t h e  c a r r y i n g  a m o u n t  o f  a n  
a s s e t  m a y  n o t  b e  r e c o v e r a b l e .  L o n g - l i v e d  a s s e t s  a l s o  i n c l u d e  i n t a n g i b l e  a s s e t s  
t h a t  a r e  a m o r t i z a b l e .  A n  i m p a i r m e n t  l o s s  s h o u l d  b e  r e c o g n i z e d  o n l y  i f  t h e  c a r ­
r y i n g  a m o u n t  o f  a  l o n g - l i v e d  a s s e t  ( a s s e t  g r o u p )  i s  n o t  r e c o v e r a b l e  a n d  e x c e e d s  
i t s  f a i r  v a l u e . ‡ F A S B  S t a t e m e n t  N o .  1 4 4  a p p l i e s  t o  t h e  i m p a i r m e n t  o f  p r o v e d  
p r o p e r t i e s  a c c o u n t e d  f o r  i n  a c c o r d a n c e  w i t h  F A S B  S t a t e m e n t  N o .  1 9 .  ( N o t e :  
T h e  i m p a i r m e n t  o f  u n p r o v e d  p r o p e r t i e s  i s  a d d r e s s e d  w i t h i n  F A S B  S t a t e m e n t  
N o .  1 9 . )  T h e  c a r r y i n g  a m o u n t  o f  a  l o n g - l i v e d  a s s e t  ( a s s e t  g r o u p )  i s  n o t  r e c o v ­
e r a b l e  i f  i t  e x c e e d s  t h e  s u m  o f  t h e  u n d i s c o u n t e d  c a s h  f l o w s  e x p e c t e d  t o  r e s u l t  
f r o m  t h e  u s e  a n d  e v e n t u a l  d i s p o s i t i o n  o f  t h e  a s s e t  ( a s s e t  g r o u p ) .  T y p i c a l l y  t h e  
e v a l u a t i o n  o f  o i l  a n d  g a s  p r o d u c i n g  p r o p e r t i e s  i s  o n  a  f i e l d - b y - f i e l d  b a s i s  o r  b y  
l o g i c a l  g r o u p i n g  o f  a s s e t s  i f  t h e r e  i s  a  s i g n i f i c a n t  s h a r e d  i n f r a s t r u c t u r e  ( e . g .  
p l a t f o r m ) .  T h e  u n d i s c o u n t e d  f u t u r e  c a s h  f l o w s  a r e  t o  b e  b a s e d  o n  t o t a l  p r o v e d  
a n d  r i s k - a d j u s t e d  p r o b a b l e  a n d  p o s s i b l e  r e s e r v e s .  T h a t  a s s e s s m e n t  s h a l l  b e  
b a s e d  o n  t h e  c a r r y i n g  a m o u n t  o f  t h e  a s s e t  ( a s s e t  g r o u p )  a t  t h e  d a t e  i t  i s  t e s t e d  
f o r  r e c o v e r a b i l i t y . 6  T h e  i m p a i r m e n t  l o s s  s h o u l d  b e  m e a s u r e d  a s  t h e  a m o u n t  b y  
w h i c h  t h e  c a r r y i n g  a m o u n t  o f  a  l o n g - l i v e d  a s s e t  ( a s s e t  g r o u p )  e x c e e d s  i t s  f a i r  
v a l u e .
Overview of the Oil and Gas Industry
4  O n  N o v e m b e r  2 9 ,  1 9 9 9  t h e  S E C  i s s u e d  S t a f f  A c c o u n t i n g  B u l l e t i n  ( S A B )  N o .  1 0 0 ,  R e s t r u c t u r i n g  
a n d  I m p a i r m e n t  C h a r g e s ,  w h i c h  r e a d e r s  s h o u l d  c o n s i d e r  i n  p r e p a r i n g  o r  a u d i t i n g  f i n a n c i a l  s t a t e m e n t s  
o f  S E C  r e g i s t r a n t s .  S A B  N o .  1 0 3 ,  U p d a t e  o f  C o d i f i c a t i o n  o f  S t a f f  A c c o u n t i n g  B u l l e t i n s ,  a m o n g  o t h e r  
m a t t e r s  h a s  u p d a t e d  S A B  N o .  1 0 0  t o  r e f l e c t  t h e  p r o v i s i o n s  o f  F A S B  S t a t e m e n t  N o .  1 4 4 .
5  A u d i t o r s  s h o u l d  b e  a w a r e  t h a t  t h e  i m p a i r m e n t  p r o v i s i o n s  o f  F A S B  S t a t e m e n t  N o .  1 4 4  d o  n o t  a p ­
p l y  t o  u n p r o v e d  o i l  a n d  g a s  p r o p e r t i e s  t h a t  a r e  b e i n g  a c c o u n t e d  f o r  u s i n g  t h e  s u c c e s s f u l - e f f o r t s  m e t h o d  
o f  a c c o u n t i n g .  A l s o ,  c o m p a n i e s  u s i n g  t h e  f u l l  c o s t  m e t h o d  s h o u l d  f o l l o w  t h e  a c c o u n t i n g  r e q u i r e m e n t s  
p r e s c r i b e d  b y  t h e  S E C .
‡ I n  J u n e  2 0 0 4 ,  t h e  F A S B  p u b l i s h e d  a n  e x p o s u r e  d r a f t  o f  a  p r o p o s e d  F A S B  S t a t e m e n t ,  F a i r  
V a l u e  M e a s u r e m e n t s ,  w h i c h  s e e k s  t o  e s t a b l i s h  a  f r a m e w o r k  f o r  m e a s u r i n g  f a i r  v a l u e  t h a t  w o u l d  a p p l y  
b r o a d l y  t o  f i n a n c i a l  a n d  n o n f i n a n c i a l  a s s e t s  a n d  l i a b i l i t i e s ,  i m p r o v i n g  t h e  c o n s i s t e n c y ,  c o m p a r a b i l i t y ,  
a n d  r e l i a b i l i t y  o f  t h e  m e a s u r e m e n t s .  T h e  f a i r  v a l u e  f r a m e w o r k  w o u l d  c l a r i f y  t h e  f a i r  v a l u e  m e a ­
s u r e m e n t  o b j e c t i v e  a n d  i t s  a p p l i c a t i o n  u n d e r  a u t h o r i t a t i v e  p r o n o u n c e m e n t s  t h a t  r e q u i r e  f a i r  v a l u e  
m e a s u r e m e n t s .  T h e  e x p o s u r e  d r a f f  w o u l d  r e p l a c e  a n y  c u r r e n t  g u i d a n c e  f o r  m e a s u r i n g  f a i r  v a l u e  i n  
t h o s e  p r o n o u n c e m e n t s  a n d  w o u l d  e x p a n d  c u r r e n t  d i s c l o s u r e s .  I t  w o u l d  a m e n d  A P B  O p i n i o n  N o s .  1 8 ,  
2 1 ,  2 8 ,  2 9 ,  F A S B  S t a t e m e n t  N o s .  1 3 ,  1 5 ,  1 9 ,  3 5 ,  6 0 ,  6 3 ,  6 5 ,  6 6 ,  6 7 ,  8 7 ,  1 0 6 ,  1 0 7 ,  1 1 5 ,  1 1 6 ,  1 2 4 ,  1 3 3 ,  
1 3 6 ,  1 4 0 ,  1 4 1 ,  1 4 2 ,  1 4 3 ,  1 4 4 ,  1 4 6 ,  1 5 0 ,  F A S B  I n t e r p r e t a t i o n  N o .  4 5 ,  a n d  F A S B  C o n c e p t s  S t a t e m e n t  
N o .  7 .  R e a d e r s  s h o u l d  b e  a l e r t  t o  t h e  i s s u a n c e  o f  a  f i n a l  S t a n d a r d .
6  P a r a g r a p h  1 0  o f  F A S B  S t a t e m e n t  N o .  1 4 4  p r o v i d e s  t h a t  f o r  p u r p o s e s  o f  r e c o g n i t i o n  a n d  m e a ­
s u r e m e n t  o f  a n  i m p a i r m e n t  l o s s  " a  l o n g - l i v e d  a s s e t  o r  a s s e t s  s h a l l  b e  g r o u p e d  w i t h  o t h e r  a s s e t s  a n d  
l i a b i l i t i e s  a t  t h e  l o w e s t  l e v e l  f o r  w h i c h  i d e n t i f i a b l e  c a s h  f l o w s  a r e  l a r g e l y  i n d e p e n d e n t  o f  t h e  c a s h  f l o w s  
o f  o t h e r  a s s e t s  a n d  l i a b i l i t i e s . "  P a r a g r a p h  1 1  p r o v i d e s  t h a t  i n  l i m i t e d  c i r c u m s t a n c e s ,  " a  l o n g - l i v e d  a s ­
s e t  m a y  n o t  h a v e  i d e n t i f i a b l e  c a s h  f l o w s  t h a t  a r e  l a r g e l y  i n d e p e n d e n t  o f  t h e  c a s h  f l o w s  o f  o t h e r  a s s e t s  
a n d  l i a b i l i t i e s  a n d  o f  o t h e r  a s s e t s  g r o u p s .  I n  t h o s e  c i r c u m s t a n c e s ,  t h e  a s s e t  g r o u p  f o r  t h e  l o n g - l i v e d  
a s s e t  s h a l l  i n c l u d e  a l l  a s s e t s  a n d  l i a b i l i t i e s  o f  t h e  e n t i t y . ”
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1 . 5 6  W h e n  a  l o n g - l i v e d  a s s e t  ( a s s e t  g r o u p )  i s  t e s t e d  f o r  r e c o v e r a b i l i t y ,  i t  
a l s o  m a y  b e  n e c e s s a r y  t o  r e v i e w  d e p r e c i a t i o n  e s t i m a t e s  a n d  m e t h o d  a s  r e q u i r e d  
b y  A P B  O p i n i o n  N o .  2 0 , † A c c o u n t i n g  C h a n g e s ,  o r  t h e  a m o r t i z a t i o n  p e r i o d  a s  
r e q u i r e d  b y  F A S B  S t a t e m e n t  N o .  1 4 2 ,  G o o d w i l l  a n d  O t h e r  I n t a n g i b l e  A s s e t s .7 
A n y  r e v i s i o n  t o  t h e  r e m a i n i n g  u s e f u l  l i f e  o f  a  l o n g - l i v e d  a s s e t  r e s u l t i n g  f r o m  
t h a t  r e v i e w  a l s o  s h a l l  b e  c o n s i d e r e d  i n  d e v e l o p i n g  e s t i m a t e s  o f  f u t u r e  c a s h  f l o w s  
u s e d  t o  t e s t  t h e  a s s e t  ( a s s e t  g r o u p )  f o r  r e c o v e r a b i l i t y .  H o w e v e r ,  a n y  c h a n g e  i n  
t h e  a c c o u n t i n g  m e t h o d  f o r  t h e  a s s e t  r e s u l t i n g  f r o m  t h a t  r e v i e w  s h a l l  b e  m a d e  
o n l y  a f t e r  a p p l y i n g  F A S B  S t a t e m e n t  N o .  1 4 4 .
1 . 5 7  F A S B  S t a t e m e n t  N o .  1 4 4  d i d  n o t  c h a n g e  t h e  r u l e s  f o r  i m p a i r m e n t  o f  
o i l  a n d  g a s  p r o p e r t i e s  b y  e n t i t i e s  t h a t  a p p l y  t h e  s u c c e s s f u l  e f f o r t s  m e t h o d .  I n  
a d d i t i o n ,  t h e  i m p a i r m e n t  p r o v i s i o n s  o f  F A S B  S t a t e m e n t  N o .  1 4 4  d o  n o t  a p p l y  
t o  o i l  a n d  g a s  a s s e t s  f o r  e n t i t i e s  t h a t  a p p l y  t h e  f u l l - c o s t  m e t h o d .
1 . 5 8  F A S B  S t a t e m e n t  N o .  1 4 4  ( p a r a g r a p h  C 2 5 )  a m e n d s  F A S B  S t a t e m e n t  
N o .  1 9  b y  a d d i n g  a  n e w  p a r a g r a p h  d e a l i n g  w i t h  i m p a i r m e n t  t e s t  f o r  p r o v e d  p r o p ­
e r t i e s  a n d  c a p i t a l i z e d  e x p l o r a t i o n  a n d  d e v e l o p m e n t  c o s t  a f t e r  p a r a g r a p h  6 2 .  
T h e  p a r a g r a p h  r e a d s  a s  f o l l o w s :
I m p a i r m e n t  T e s t  f o r  P r o v e d  P r o p e r t i e s  a n d  
C a p i t a l i z e d  E x p l o r a t i o n  a n d  D e v e l o p m e n t  C o s t
T h e  p r o v i s i o n s  o f  F A S B  S t a t e m e n t  N o .  1 4 4 ,  A c c o u n t i n g  f o r  t h e  
I m p a i r m e n t  o r  D i s p o s a l  o f  L o n g - L i v e d  A s s e t s ,  a r e  a p p l i c a b l e  
t o  t h e  c o s t s  o f  a n  e n t e r p r i s e ’s  w e l l s  a n d  r e l a t e d  e q u i p m e n t  
a n d  f a c i l i t i e s  a n d  t h e  c o s t s  o f  t h e  r e l a t e d  p r o v e d  p r o p e r t i e s .  
T h e  i m p a i r m e n t  p r o v i s i o n s  r e l a t i n g  t o  u n p r o v e d  p r o p e r t i e s  
r e f e r r e d  t o  i n  p a r a g r a p h s  1 2 ,  2 7 - 2 9 , 8  3 1 ( b ) ,  3 3 ,  4 0 ,  4 7 ( g ) ,  
a n d  4 7 ( h )  o f  t h i s  S t a t e m e n t  r e m a i n  a p p l i c a b l e  t o  u n p r o v e d  
p r o p e r t i e s .
1 . 5 9  F A S B  S t a t e m e n t  N o .  1 4 4  ( p a r a g r a p h  4 1 )  d e f i n e s  a  c o m p o n e n t  o f  a n  
e n t i t y  t o  e n c o m p a s s  o p e r a t i o n s  a n d  c a s h  f l o w s  t h a t  c a n  b e  c l e a r l y  d i s t i n g u i s h e d ,  
o p e r a t i o n a l l y  a n d  f o r  f i n a n c i a l  r e p o r t i n g  p u r p o s e s ,  f r o m  t h e  r e s t  o f  t h e  e n t i t y .  
T h e  r e s u l t s  o f  o p e r a t i o n s  o f  a  c o m p o n e n t  o f  a n  e n t i t y  t h a t  e i t h e r  h a s  b e e n  
d i s p o s e d  o f  o r  i s  c l a s s i f i e d  a s  h e l d  f o r  s a l e  s h o u l d  b e  r e p o r t e d  i n  d i s c o n t i n u e d  
o p e r a t i o n s  i n  a c c o r d a n c e  w i t h  F A S B  S t a t e m e n t  N o .  1 4 4  p a r a g r a p h  4 3  i f  b o t h  
o f  t h e  f o l l o w i n g  c o n d i t i o n s  a r e  m e t :  ( a )  t h e  o p e r a t i o n s  a n d  c a s h  f l o w s  o f  t h e  
c o m p o n e n t  e n t i t y  h a v e  b e e n  ( o r  w i l l  b e )  e l i m i n a t e d  f r o m  t h e  o n g o i n g  o p e r a t i o n s  
o f  t h e  e n t i t y  a s  a  r e s u l t  o f  t h e  d i s p o s a l  t r a n s a c t i o n  a n d  ( b ) t h e  e n t i t y  w i l l  n o t  
h a v e  a n y  s i g n i f i c a n t  c o n t i n u i n g  i n v o l v e m e n t  i n  t h e  o p e r a t i o n s  o f  t h e  c o m p o n e n t  
a f t e r  t h e  d i s p o s a l  t r a n s a c t i o n .
1 . 6 0  I n  a  p e r i o d  i n  w h i c h  a  c o m p o n e n t  o f  a n  e n t i t y  e i t h e r  h a s  b e e n  d i s ­
p o s e d  o f  o r  i s  c l a s s i f i e d  a s  h e l d  f o r  s a l e ,  t h e  i n c o m e  s t a t e m e n t  o f  a  b u s i n e s s  
e n t e r p r i s e  f o r  c u r r e n t  a n d  p r i o r  p e r i o d s  s h o u l d  r e p o r t  t h e  r e s u l t s  o f  o p e r a t i o n s  
o f  t h e  c o m p o n e n t ,  i n c l u d i n g  a n y  g a i n  o r  l o s s  r e c o g n i z e d  i n  a c c o r d a n c e  w i t h  p a r a ­
g r a p h  3 7  o f  F A S B  S t a t e m e n t  N o .  1 4 4 ,  i n  d i s c o n t i n u e d  o p e r a t i o n s .  T h e  r e s u l t s  78
Entities With Oil and Gas Producing Activities
†  S e e  f o o t n o t e  † i n  p a r a g r a p h  1 . 4 8 .
7  P a r a g r a p h s  1 0  a n d  3 1 - 3 3  o f  A P B  O p i n i o n  N o .  2 0  a d d r e s s  t h e  a c c o u n t i n g  f o r  c h a n g e s  i n  e s t i ­
m a t e s ;  p a r a g r a p h s  2 3  a n d  2 4  o f  A P B  O p i n i o n  N o .  2 0  a d d r e s s  t h e  a c c o u n t i n g  f o r  c h a n g e s  i n  t h e  m e t h o d  
o f  d e p r e c i a t i o n .  P a r a g r a p h  1 1  o f  F A S B  S t a t e m e n t  N o .  1 4 2  a d d r e s s e s  t h e  d e t e r m i n a t i o n  o f  t h e  u s e f u l  
l i f e  o f  a n  i n t a n g i b l e  a s s e t .
8  F A S B  S t a t e m e n t  N o .  1 5 3 ,  E x c h a n g e s  o f  N o n m o n e t a r y  A s s e t s — a n  a m e n d m e n t  o f  A P B  O p i n i o n  
N o .  2 9 ,  a m e n d s  p a r a g r a p h s  2 7  a n d  2 9  o f  F A S B  S t a t e m e n t  N o .  1 4 4 .
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o f  o p e r a t i o n s  o f  a  c o m p o n e n t  c l a s s i f i e d  a s  h e l d  f o r  s a l e  s h o u l d  b e  r e p o r t e d  i n  
d i s c o n t i n u e d  o p e r a t i o n s  i n  t h e  p e r i o d ( s )  i n  w h i c h  t h e y  o c c u r .  T h e  r e s u l t s  o f  d i s ­
c o n t i n u e d  o p e r a t i o n s ,  l e s s  a p p l i c a b l e  i n c o m e  t a x e s  ( b e n e f i t ) ,  s h o u l d  b e  r e p o r t e d  
a s  a  s e p a r a t e  c o m p o n e n t  o f  i n c o m e  b e f o r e  e x t r a o r d i n a r y  i t e m s  a n d  t h e  c u m u ­
l a t i v e  e f f e c t  o f  a c c o u n t i n g  c h a n g e s  ( i f  a p p l i c a b l e ) .  A  g a i n  o r  l o s s  r e c o g n i z e d  o n  
t h e  d i s p o s a l  s h o u l d  b e  d i s c l o s e d  e i t h e r  o n  t h e  f a c e  o f  t h e  i n c o m e  s t a t e m e n t  o r  
i n  t h e  n o t e s  t o  t h e  f i n a n c i a l  s t a t e m e n t s .
1 . 6 1  F o r  e n t i t i e s  t h a t  f o l l o w  t h e  s u c c e s s f u l  e f f o r t s  m e t h o d  o f  a c c o u n t i n g ,  
m a n y  s a l e s  o f  o i l  a n d  g a s  p r o p e r t i e s  m a y  m e e t  t h e  c r i t e r i a  f o r  r e p o r t i n g  a s  
d i s c o n t i n u e d  o p e r a t i o n s .  G e n e r a l l y ,  e n t i t i e s  s h o u l d  a s s e s s  t h e s e  c r i t e r i a  f o r  a n y  
s a l e  c o m p r i s i n g  a  c o m p l e t e  c o s t  c e n t e r  f o r  m e a s u r i n g  i m p a i r m e n t  u n d e r  F A S B  
S t a t e m e n t  N o .  1 4 4 .  F o r  m a n y  e n t i t i e s ,  t h i s  w i l l  b e  a t  t h e  w e l l ,  l e a s e  o r  f i e l d  
l e v e l . ||
1 . 6 2  F A S B  S t a t e m e n t  N o .  1 9  p a r a g r a p h  4 4 #  i s  a m e n d e d  b y  F A S B  S t a t e ­
m e n t s  N o .  1 4 4 , A c c o u n t i n g  f o r  t h e  I m p a i r m e n t  o r  D i s p o s a l  o f  L o n g - L i v e d  A s s e t s ,  
N o .  1 4 5 ,  R e s c i s s i o n  o f  F A S B  S t a t e m e n t s  N o .  4 ,  4 4 ,  a n d  6 4 ,  A m e n d m e n t  o f  F A S B  
S t a t e m e n t  N o .  1 3 ,  a n d  T e c h n i c a l  C o r r e c t i o n s ,  a n d  N o .  1 5 3 ,  E x c h a n g e s  o f  N o n ­
m o n e t a r y  A s s e t s — a n  a m e n d m e n t  o f  A P B  O p i n i o n  N o .  2 9 ,  b y  r e p l a c i n g  i t  w i t h  
t h e  f o l l o w i n g :
I n  a  p o o l i n g  o f  a s s e t s  i n  a  j o i n t  u n d e r t a k i n g  i n t e n d e d  t o  f i n d ,  
d e v e l o p ,  o r  p r o d u c e  o i l  o r  g a s  f r o m  a  p a r t i c u l a r  p r o p e r t y  o r  
g r o u p  o f  p r o p e r t i e s ,  g a i n  o r  l o s s  s h a l l  n o t  b e  r e c o g n i z e d  a t  t h e  
t i m e  o f  c o n v e y a n c e .
1 . 6 3  F A S B  S t a t e m e n t  N o .  1 4 4  c o n t a i n s  a d d i t i o n a l  e x t e n s i v e  r e q u i r e m e n t s  
a b o u t  t h e  r e c o g n i t i o n  a n d  m e a s u r e m e n t  o f  a n  i m p a i r m e n t  l o s s ,  l o n g - l i v e d  a s s e t s  
t o  b e  d i s p o s e d  o f  b y  s a l e  a n d  o t h e r  t h a n  b y  s a l e .
1 . 6 4  A  l o n g - l i v e d  a s s e t  i s  c l a s s i f i e d  a s  h e l d  a n d  u s e d  u n t i l  ( a )  i t  c e a s e s  t o  
b e  u s e d  ( a b a n d o n e d ) ,  ( b ) i t  i s  e x c h a n g e d , #  ( c )  i t  i s  t o  b e  d i s t r i b u t e d  t o  o w n e r s  
i n  a  s p i n - o f f ,  o r  ( d )  i t  i s  h e l d  f o r  s a l e .  A n  a s s e t  ( g r o u p )  i s  c l a s s i f i e d  a s  h e l d  f o r  
s a l e  i n  t h e  p e r i o d  i n  w h i c h  a l l  o f  t h e  c r i t e r i a  i n  p a r a g r a p h  3 0  o f  F A S B  S t a t e ­
m e n t  N o .  1 4 4  a r e  m e t .  I f  a t  a n y  t i m e  a f t e r w a r d s  t h e  c r i t e r i a  a r e  n o t  l o n g e r
Overview of the Oil and Gas Industry
|| A t  i t s  N o v e m b e r  3 0 ,  2 0 0 4  m e e t i n g ,  t h e  F A S B  r a t i f i e d  E m e r g i n g  I s s u e s  T a s k  F o r c e  ( E I T F )  I s s u e  
N o .  0 3 - 1 3 ,  " A p p l y i n g  t h e  C o n d i t i o n s  i n  P a r a g r a p h  4 2  o f  F A S B  S t a t e m e n t  N o .  1 4 4 ,  A c c o u n t i n g  f o r  
t h e  I m p a i r m e n t  o r  D i s p o s a l  o f  L o n g - L i v e d  A s s e t s ,  i n  D e t e r m i n i n g  W h e t h e r  t o  R e p o r t  D i s c o n t i n u e d  
O p e r a t i o n s , "  w h i c h  a d d r e s s e s  t h e  a p p r o p r i a t e  l e v e l  o f  r e p o r t i n g  f o r  d i s c o n t i n u e d  o p e r a t i o n s  f o r  o i l  a n d  
g a s  p r o p e r t i e s .  R e a d e r s  m a y  r e f e r  t o  A p p e n d i x  A ,  E x a m p l e  4 ,  o f  E I T F  I s s u e  N o .  0 3 - 1 3  f o r  a n  i n d u s t r y  
s p e c i f i c  e x a m p l e  o f  t h e  a p p l i c a t i o n  o f  t h e  E I T F  c o n s e n s u s  o n  E I T F  I s s u e  N o .  0 3 - 1 3 .
#  I n  D e c e m b e r  2 0 0 4 ,  t h e  F A S B  i s s u e d  F A S B  S t a t e m e n t  N o .  1 5 3 ,  E x c h a n g e s  o f  N o n m o n e t a r y  
A s s e s t s — a n  a m e n d m e n t  o f  A P B  O p i n i o n  N o .  2 9 .  T h e  F A S B  S t a t e m e n t  a m e n d s  A P B  O p i n i o n  N o .  2 9 ,  
A c c o u n t i n g  f o r  N o n m o n e t a r y  T r a n s a c t i o n s ,  t o  e l i m i n a t e  t h e  e x c e p t i o n  f o r  n o n m o n e t a r y  e x c h a n g e s  
o f  s i m i l a r  p r o d u c t i v e  a s s e t s  a n d  r e p l a c e s  i t  w i t h  a  g e n e r a l  e x c e p t i o n  f o r  e x c h a n g e s  o f  n o n m o n e t a r y  
a s s e t s  t h a t  d o  n o t  h a v e  c o m m e r c i a l  s u b s t a n c e .  A  n o n m o n e t a r y  e x c h a n g e  h a s  c o m m e r c i a l  s u b s t a n c e  
i f  t h e  f u t u r e  c a s h  f l o w s  o f  t h e  e n t i t y  a r e  e x p e c t e d  t o  c h a n g e  s i g n i f i c a n t l y  a s  a  r e s u l t  o f  t h e  e x c h a n g e .  
T h e  F A S B  S t a t e m e n t  r e q u i r e s  t h a t  e x c h a n g e s  o f  p r o d u c t i v e  a s s e t s  b e  a c c o u n t e d  f o r  b a s e d  o n  t h e  f a i r  
v a l u e s  o f  t h e  a s s e t s  i n v o l v e d ,  u n l e s s  t h e  e x c h a n g e  t r a n s a c t i o n  d o e s  n o t  h a v e  c o m m e r c i a l  s u b s t a n c e .  
T h e  F A S B  S t a t e m e n t  e x c l u d e s  f r o m  i t s  s c o p e  t r a n s a c t i o n s  i n v o l v i n g  t h e  e x c h a n g e  o f  a  p a r t  o f  a n  
o p e r a t i n g  i n t e r e s t  o w n e d  b y  o n e  p a r t y  f o r  a  p a r t  o f  a n  o p e r a t i n g  i n t e r e s t  o w n e d  b y  a n o t h e r  p a r t y  t h a t  
a r e  s u b j e c t  t o  p a r a g r a p h s  4 4  a n d  4 7  ( e )  o f  F A S B  S t a t e m e n t  N o .  1 9 .  T h e  F A S B  S t a t e m e n t  a l s o  a m e n d s  
F A S B  S t a t e m e n t s  N o .  1 4 0  a n d  N o .  1 4 4 .  T h e  p r o v i s i o n s  o f  F A S B  S t a t e m e n t  N o .  1 5 3  a r e  e f f e c t i v e  
f o r  n o n m o n e t a r y  a s s e t  e x c h a n g e s  o c c u r r i n g  i n  f i s c a l  p e r i o d s  b e g i n n i n g  a f t e r  J u n e  1 5 ,  2 0 0 5 .  E a r l i e r  
a p p l i c a t i o n  i s  p e r m i t t e d  f o r  n o n m o n e t a r y  a s s e t  e x c h a n g e s  o c c u r r i n g  i n  f i s c a l  p e r i o d s  b e g i n n i n g  a f t e r  
t h e  d a t e  t h e  F A S B  S t a t e m e n t  w a s  i s s u e d .  T h e  p r o v i s i o n s  o f  t h e  F A S B  S t a t e m e n t  s h o u l d  b e  a p p l i e d  
p r o s p e c t i v e l y .
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m e t ,  t h e  a s s e t  ( g r o u p )  i s  r e c l a s s i f i e d  a s  h e l d  a n d  u s e d . 9  F u r t h e r ,  i f  t h e  c r i t e r i a  
i n  p a r a g r a p h  3 0  a r e  m e t  a f t e r  t h e  d a t e  o f  t h e  s t a t e m e n t  o f  f i n a n c i a l  p o s i t i o n ,  
b u t  b e f o r e  t h e  i s s u a n c e  o f  t h e  f i n a n c i a l  s t a t e m e n t s ,  a  l o n g - l i v e d  a s s e t  ( g r o u p )  
i s  c l a s s i f i e d  a s  h e l d  a n d  u s e d  i n  t h e  f i n a n c i a l  s t a t e m e n t s  w h e n  i s s u e d .  A  l o n g -  
l i v e d  a s s e t  ( g r o u p )  t h a t  i s  h e l d  f o r  s a l e  i s  m e a s u r e d  a t  t h e  l o w e r  o f  i t s  c a r r y i n g  
a m o u n t  o r  f a i r  v a l u e  l e s s  c o s t  t o  s e l l .  T h e  a s s e t  ( g r o u p )  s h o u l d  n o t  b e  d e p r e c i a t e d  
( a m o r t i z e d )  w h i l e  i t  i s  c l a s s i f i e d  a s  h e l d  f o r  s a l e .  ( H o w e v e r ,  i n t e r e s t  a n d  o t h e r  e x ­
p e n s e s  a t t r i b u t a b l e  t o  t h e  l i a b i l i t i e s  o f  a  g r o u p  h e l d  f o r  s a l e  w o u l d  c o n t i n u e  t o  b e  
a c c r u e d . )  P a r a g r a p h s  4 1 - 4 8  o f  F A S B  S t a t e m e n t  N o .  1 4 4  p r e s c r i b e  t h e  r e p o r t i n g  
a n d  d i s c l o s u r e  r e q u i r e m e n t s  f o r  a s s e t s  t o  b e  d i s p o s e d  o f  b y  s a l e  o r  o t h e r w i s e .
Goodw ill and Other Intangible Assets
1 . 6 5  F A S B  S t a t e m e n t  N o .  1 4 2 , † G o o d w i l l  a n d  O t h e r  I n t a n g i b l e  A s s e t s ,  a d ­
d r e s s e s  t h e  f i n a n c i a l  a c c o u n t i n g  a n d  r e p o r t i n g  f o r  a c q u i r e d  g o o d w i l l  a n d  o t h e r  
i n t a n g i b l e  a s s e t s  ( n o t  i n c l u d i n g  f i n a n c i a l  a s s e t s )  a n d  s u p e r s e d e s  A P B  O p i n i o n  
N o .  1 7 ,  I n t a n g i b l e  A s s e t s .  F A S B  S t a t e m e n t  N o .  1 4 2  d o e s  n o t  c h a n g e  t h e  a c c o u n t ­
i n g  p r e s c r i b e d  i n  F A S B  S t a t e m e n t  N o .  1 9 .  I t  a d d r e s s e s  h o w  i n t a n g i b l e  a s s e t s  
t h a t  a r e  a c q u i r e d  i n d i v i d u a l l y  o r  w i t h  a  g r o u p  o f  o t h e r  a s s e t s  ( b u t  n o t  t h o s e  
a c q u i r e d  i n  a  b u s i n e s s  c o m b i n a t i o n )  s h o u l d  b e  a c c o u n t e d  f o r  i n  f i n a n c i a l  s t a t e ­
m e n t s  u p o n  t h e i r  a c q u i s i t i o n .  T h e  S t a t e m e n t  a l s o  a d d r e s s e s  h o w  g o o d w i l l  a n d  
o t h e r  i n t a n g i b l e  a s s e t s  s h o u l d  b e  a c c o u n t e d  f o r  a f t e r  t h e y  h a v e  b e e n  i n i t i a l l y  
r e c o g n i z e d  i n  t h e  f i n a n c i a l  s t a t e m e n t s .
1 . 6 6  G o o d w i l l  a n d  a l l  o t h e r  i n t a n g i b l e  a s s e t s  a r e  n o t  p r e s u m e d  t o  b e  w a s t ­
i n g  a s s e t s  u n d e r  F A S B  S t a t e m e n t  N o .  1 4 2 .  I n s t e a d ,  g o o d w i l l  a n d  i n t a n g i b l e  
a s s e t s  t h a t  h a v e  i n d e f i n i t e  u s e f u l  l i v e s  a r e  n o t  t o  b e  a m o r t i z e d  b u t  r a t h e r  a r e  
t o  b e  t e s t e d  a t  l e a s t  a n n u a l l y  f o r  i m p a i r m e n t .  I n t a n g i b l e  a s s e t s  t h a t  h a v e  f i n i t e  
u s e f u l  l i v e s  a r e  t o  c o n t i n u e  t o  b e  a m o r t i z e d  o v e r  t h e i r  u s e f u l  l i v e s ,  b u t  w i t h o u t  
t h e  c o n s t r a i n t  o f  a n  a r b i t r a r y  c e i l i n g .
1 . 6 7  S p e c i f i c  g u i d a n c e  f o r  t e s t i n g  g o o d w i l l  f o r  i m p a i r m e n t  i s  p r o v i d e d  i n  
F A S B  S t a t e m e n t  N o .  1 4 2 .  G o o d w i l l  i s  t o  b e  t e s t e d  f o r  i m p a i r m e n t  a t  l e a s t  a n n u ­
a l l y  u s i n g  a  t w o - s t e p  p r o c e s s  t h a t  b e g i n s  w i t h  a n  e s t i m a t i o n  o f  t h e  f a i r  v a l u e ‡  
o f  a  r e p o r t i n g  u n i t .  T h e  f i r s t  s t e p  i s  a  s c r e e n  f o r  p o t e n t i a l  i m p a i r m e n t ,  a n d  t h e  
s e c o n d  s t e p  m e a s u r e s  t h e  a m o u n t  o f  i m p a i r m e n t ,  i f  a n y .  H o w e v e r ,  i f  c e r t a i n  
c r i t e r i a  a r e  m e t ,  t h e  r e q u i r e m e n t  t o  t e s t  g o o d w i l l  f o r  i m p a i r m e n t  a n n u a l l y  c a n  
b e  s a t i s f i e d  w i t h o u t  a  r e m e a s u r e m e n t  o f  t h e  f a i r  v a l u e  o f  a  r e p o r t i n g  u n i t .
1 . 6 8  I n  a d d i t i o n ,  t h e  S t a t e m e n t  p r o v i d e s  s p e c i f i c  g u i d a n c e  o n  t e s t i n g  i n t a n ­
g i b l e  a s s e t s  t h a t  w i l l  n o t  b e  a m o r t i z e d  f o r  i m p a i r m e n t  a n d  t h u s  r e m o v e s  t h o s e  
i n t a n g i b l e  a s s e t s  f r o m  t h e  s c o p e  o f  o t h e r  i m p a i r m e n t  g u i d a n c e .  I n t a n g i b l e  a s ­
s e t s  t h a t  a r e  n o t  a m o r t i z e d  a r e  t o  b e  t e s t e d  f o r  i m p a i r m e n t  a t  l e a s t  a n n u a l l y  
b y  c o m p a r i n g  t h e  f a i r  v a l u e s  o f  t h o s e  a s s e t s  w i t h  t h e i r  r e c o r d e d  a m o u n t s .
1 . 6 9  F A S B  S t a t e m e n t  N o .  1 4 2  r e q u i r e s  d i s c l o s u r e  o f  i n f o r m a t i o n  a b o u t  
g o o d w i l l  a n d  o t h e r  i n t a n g i b l e  a s s e t s  i n  t h e  y e a r s  s u b s e q u e n t  t o  t h e i r  a c q u i s i ­
t i o n .  R e q u i r e d  d i s c l o s u r e s  i n c l u d e  i n f o r m a t i o n  a b o u t  t h e  c h a n g e s  i n  t h e  c a r r y ­
i n g  a m o u n t  o f  g o o d w i l l  f r o m  p e r i o d  t o  p e r i o d  ( i n  t h e  a g g r e g a t e  a n d  b y  r e p o r t a b l e  
s e g m e n t ) ,  t h e  c a r r y i n g  a m o u n t  o f  i n t a n g i b l e  a s s e t s  b y  m a j o r  i n t a n g i b l e  a s s e t  *†‡
Entities With Oil and Gas Producing Activities
9  A  l o n g - l i v e d  a s s e t  t o  b e  d i s p o s e d  o f  i n  a n  e x c h a n g e  m e a s u r e d  b a s e d  o n  t h e  r e c o r d e d  a m o u n t  o f  
t h e  n o n m o n e t a r y  a s s e t  r e l i n q u i s h e d  o r  t o  b e  d i s t r i b u t e d  t o  o w n e r s  i n  a  s p i n - o f f  i s  d i s p o s e d  o f  w h e n  
i t  i s  e x c h a n g e d  o r  d i s t r i b u t e d .  I n  a d d i t i o n  t o  a n y  i m p a i r m e n t  l o s s e s  r e q u i r e d  t o  b e  r e c o g n i z e d  w h i l e  
t h e  a s s e t  i s  c l a s s i f i e d  a s  h e l d  o r  u s e d ,  a n  i m p a i r m e n t  l o s s ,  i f  a n y ,  s h o u l d  a l s o  b e  r e c o g n i z e d  w h e n  t h e  
a s s e t  i s  d i s p o s e d  o f  i f  t h e  c a r r y i n g  a m o u n t  o f  t h e  a s s e t  ( d i s p o s a l  g r o u p )  e x c e e d s  i t s  f a i r  v a l u e .
† S e e  f o o t n o t e  † i n  p a r a g r a p h  1 . 4 8 .
‡ S e e  f o o t n o t e  ‡ i n  p a r a g r a p h  1 . 5 5 .
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c l a s s  f o r  t h o s e  a s s e t s  s u b j e c t  t o  a m o r t i z a t i o n  a n d  f o r  t h o s e  n o t  s u b j e c t  t o  a m o r ­
t i z a t i o n ,  a n d  t h e  e s t i m a t e d  i n t a n g i b l e  a s s e t  a m o r t i z a t i o n  e x p e n s e  f o r  t h e  n e x t  
f i v e  y e a r s .
1 . 7 0  T h e  F A S B  s t a f f  i s s u e d  F S P  F A S  1 4 2 - 2 , * *  A p p l i c a t i o n  o f  F A S B  S t a t e ­
m e n t  N o .  1 4 2 ,  G o o d w i l l  a n d  O t h e r  I n t a n g i b l e  A s s e t s ,  t o  O i l  a n d  G a s  C o m p a n i e s .  
T h e  p u r p o s e  o f  t h i s  F S P  i s  t o  a d d r e s s  w h e t h e r  o i l  a n d  g a s  d r i l l i n g  r i g h t s  ( m i n ­
e r a l  i n t e r e s t s )  t h a t  a r e  h e l d  u n d e r  l e a s e  o r  o t h e r  c o n t r a c t u a l  a r r a n g e m e n t  a r e  
i n t a n g i b l e  a s s e t s  s u b j e c t  t o  t h e  d i s c l o s u r e  a n d  c l a s s i f i c a t i o n  p r o v i s i o n s  o f  F A S B  
S t a t e m e n t  N o .  1 4 2 .  T h e  F A S B  s t a f f  a c k n o w l e d g e s  t h a t  t h e  a c c o u n t i n g  f r a m e ­
w o r k  i n  F A S B  S t a t e m e n t  N o .  1 9  f o r  o i l -  a n d  g a s - p r o d u c i n g  e n t i t i e s  i s  b a s e d  o n  
t h e  l e v e l  o f  e s t a b l i s h e d  r e s e r v e s — n o t  w h e t h e r  a n  a s s e t  i s  t a n g i b l e  o r  i n t a n g i ­
b l e .  A c c o r d i n g l y ,  t h e  F A S B  s t a f f  b e l i e v e s  t h a t  t h e  s c o p e  e x c e p t i o n  i n  p a r a g r a p h  
8 ( b )  o f  F A S B  S t a t e m e n t  N o .  1 4 2  e x t e n d s  t o  i t s  d i s c l o s u r e  p r o v i s i o n s  f o r  d r i l l i n g  
a n d  m i n e r a l  r i g h t s  o f  o i l -  a n d  g a s - p r o d u c i n g  e n t i t i e s .  H o w e v e r ,  a n  e n t i t y  i s  n o t  
p r e c l u d e d  f r o m  p r o v i d i n g  i n f o r m a t i o n  a b o u t  i t s  d r i l l i n g  a n d  m i n e r a l  r i g h t s  i n  
a d d i t i o n  t o  t h e  i n f o r m a t i o n  r e q u i r e d  b y  F A S B  S t a t e m e n t  N o .  6 9 ,  D i s c l o s u r e s  
a b o u t  O i l  a n d  G a s  P r o d u c i n g  A c t i v i t i e s .  T h e  g u i d a n c e  i n  F S P  F A S  1 4 2 - 2  s h o u l d  
b e  a p p l i e d  t o  t h e  f i r s t  r e p o r t i n g  p e r i o d  b e g i n n i n g  a f t e r  S e p t e m b e r  2 ,  2 0 0 4 .  I f  
t h e  g u i d a n c e  i n  t h e  F S P  r e s u l t s  i n  t h e  r e c l a s s i f i c a t i o n  o f  a n  a s s e t ,  p r i o r - p e r i o d  
a m o u n t s  o n  t h e  s t a t e m e n t s  o f  f i n a n c i a l  p o s i t i o n  s h o u l d  b e  r e c l a s s i f i e d .  E a r l y  a p ­
p l i c a t i o n  o f  t h i s  g u i d a n c e  i s  p e r m i t t e d  i n  p e r i o d s  f o r  w h i c h  f i n a n c i a l  s t a t e m e n t s  
h a v e  n o t  y e t  b e e n  i s s u e d .
Business Com binations
1 . 7 1  F A S B  S t a t e m e n t  N o .  1 4 1 ,  B u s i n e s s  C o m b i n a t i o n s ,  a d d r e s s e s  f i n a n c i a l  
a c c o u n t i n g  a n d  r e p o r t i n g  f o r  b u s i n e s s  c o m b i n a t i o n s  a n d  s u p e r s e d e s  A P B  O p i n ­
i o n  N o .  1 6 ,  B u s i n e s s  C o m b i n a t i o n s ,  a n d  F A S B  S t a t e m e n t  N o .  3 8 ,  A c c o u n t i n g  
f o r  P r e a c q u i s i t i o n  C o n t i n g e n c i e s  o f  P u r c h a s e d  E n t e r p r i s e s .  A l l  b u s i n e s s  c o m b i ­
n a t i o n s  i n  t h e  s c o p e  o f  t h e  S t a t e m e n t  a r e  t o  b e  a c c o u n t e d  f o r  u s i n g  o n e  m e t h o d ,  
t h e  p u r c h a s e  m e t h o d .
1 . 7 2  T h e  S t a t e m e n t  r e q u i r e s  t h a t  i n t a n g i b l e  a s s e t s  b e  r e c o g n i z e d  a s  a s s e t s  
a p a r t  f r o m  g o o d w i l l  i f  t h e y  m e e t  o n e  o f  t w o  c r i t e r i a ,  t h e  c o n t r a c t u a l - l e g a l  c r i ­
t e r i o n  o r  t h e  s e p a r a b i l i t y  c r i t e r i o n .  T o  a s s i s t  i n  i d e n t i f y i n g  a c q u i r e d  i n t a n g i b l e  
a s s e t s ,  t h e  S t a t e m e n t  a l s o  p r o v i d e s  a n  i l l u s t r a t i v e  l i s t  o f  i n t a n g i b l e  a s s e t s  t h a t  
m e e t  e i t h e r  o f  t h o s e  c r i t e r i a .
1 . 7 3  F A S B  S t a t e m e n t  N o .  1 4 1  r e q u i r e s  n u m e r o u s  d i s c l o s u r e s  i n c l u d i n g  
d i s c l o s u r e  o f  t h e  p r i m a r y  r e a s o n s  f o r  a  b u s i n e s s  c o m b i n a t i o n  a n d  t h e  a l l o c a t i o n  
o f  t h e  p u r c h a s e  p r i c e  p a i d  t o  t h e  a s s e t s  a c q u i r e d  a n d  l i a b i l i t i e s  a s s u m e d  b y  
m a j o r  b a l a n c e  s h e e t  c a p t i o n .  W h e n  t h e  a m o u n t s  o f  g o o d w i l l  a n d  i n t a n g i b l e  
a s s e t s  a c q u i r e d  a r e  s i g n i f i c a n t  i n  r e l a t i o n  t o  t h e  p u r c h a s e  p r i c e  p a i d ,  d i s c l o s u r e  
o f  o t h e r  i n f o r m a t i o n  a b o u t  t h o s e  a s s e t s  i s  r e q u i r e d ,  s u c h  a s  t h e  a m o u n t  o f  
g o o d w i l l  b y  r e p o r t a b l e  s e g m e n t  a n d  t h e  a m o u n t  o f  t h e  p u r c h a s e  p r i c e  a s s i g n e d  
t o  e a c h  m a j o r  i n t a n g i b l e  a s s e t  c l a s s .
1 . 7 4  F A S B  S t a t e m e n t  N o .  1 4 1  c o n t a i n s  e x t e n s i v e  a c c o u n t i n g  g u i d a n c e  a n d  
r e q u i r e m e n t s  a b o u t  b u s i n e s s  c o m b i n a t i o n s  i n c l u d i n g  t h e  a p p l i c a t i o n  o f  t h e  p u r ­
c h a s e  m e t h o d  a n d  a c c o u n t i n g  f o r  g o o d w i l l  a n d  o t h e r  i n t a n g i b l e  a s s e t s  a c q u i r e d .  *
Overview of the Oil and Gas Industry
O n  A p r i l  3 0 ,  2 0 0 4 ,  t h e  F A S B  i s s u e d  F A S B  S t a f f  P o s i t i o n  ( F S P )  N o .  1 4 1 - 1  a n d  1 4 2 - 1 ,  I n t e r a c t i o n  
o f  F A S B  S t a t e m e n t s  N o .  1 4 1 ,  B u s i n e s s  C o m b i n a t i o n s ,  a n d  N o .  1 4 2 ,  G o o d w i l l  a n d  O t h e r  I n t a n g i b l e  
A s s e t s ,  a n d  E I T F  I s s u e  N o .  0 4 - 2 ,  " W h e t h e r  M i n e r a l  R i g h t s  A r e  T a n g i b l e  o r  I n t a n g i b l e  A s s e t s . "  T h e  
F S P  c l a r i f i e s  s o m e  i n c o n s i s t e n t  l a n g u a g e  b e t w e e n  F A S B  S t a t e m e n t s  N o .  1 4 1  a n d  N o .  1 4 2  a n d  s t a t e s  
t h a t  m i n e r a l  r i g h t s  s h o u l d  b e  a c c o u n t e d  f o r  c o n s i s t e n t  w i t h  t h e i r  s u b s t a n c e .
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Chapter 2
Business Activities of the Oil and Gas 
Producing Industry
Acquisition of Mineral Properties
2 . 0 1  I n  t h e  o i l  a n d  g a s  i n d u s t r y ,  r i g h t s  t o  d r i l l  w e l l s  a n d  p r o d u c e  m i n e r ­
a l s  f o u n d  a r e  g e n e r a l l y  o b t a i n e d  t h r o u g h  l e a s i n g  t r a n s a c t i o n s .  A l t h o u g h  t h e  
o p e r a t o r  m a y  a c q u i r e  t h e  f e e  i n t e r e s t  i n  t h e  p r o p e r t y  ( o u t r i g h t  o w n e r s h i p  o f  
b o t h  m i n e r a l s  a n d  s u r f a c e ) ,  t h i s  i s  n o t  c u s t o m a r y  t o d a y .  T h e  o p e r a t o r  u s u ­
a l l y  o b t a i n s  a  l e a s e  f r o m  a  l a n d o w n e r ,  e i t h e r  t h r o u g h  a n  i n - h o u s e  l a n d m a n  
o r  f r o m  a n  i n d e p e n d e n t  l e a s e  b r o k e r .  T h e  l a n d m a n  o r  b r o k e r  r e s e a r c h e s  t h e  
p u b l i c  r e c o r d s  t o  v e r i f y  t h e  l e g a l  o w n e r  o f  t h e  m i n e r a l  i n t e r e s t  i n  t h e  p r o p e r t y  
a n d  m a y  o b t a i n  l e g a l  t i t l e  o p i n i o n s ,  a l t h o u g h  i n  m a n y  i n s t a n c e s  t h e  t i t l e  w o r k  
w i l l  n o t  b e  p e r f o r m e d  u n t i l  s h o r t l y  b e f o r e  d r i l l i n g  c o m m e n c e s .  T h e  l a n d m a n  o r  
b r o k e r  t h e n  n e g o t i a t e s  t h e  l e a s e  t e r m s  w i t h  t h e  l a n d o w n e r .  L e a s e s  o n  s t a t e -  
o w n e d  p r o p e r t i e s  a r e  n o r m a l l y  a w a r d e d  t h r o u g h  a  b i d d i n g  p r o c e s s ,  w i t h  l e a s e s  
g r a n t e d  t o  t h e  h i g h e s t  b i d d e r .  L e a s e s  o n  f e d e r a l l y  o w n e d  p r o p e r t i e s  l o c a t e d  
o f f s h o r e  o r  o n  k n o w n  g e o l o g i c a l  s t r u c t u r e s ,  a s  w e l l  a s  c e r t a i n  o t h e r  p r o p e r ­
t i e s ,  a r e  a l s o  a w a r d e d  b y  b i d d i n g .  L e a s e s  o n  m o s t  f e d e r a l l y  o w n e d  p r o p e r t i e s  
l o c a t e d  o n s h o r e  a r e  a w a r d e d  t h r o u g h  l e a s e  a p p l i c a t i o n  s y s t e m s  w i t h  a  s t a n d a r d  
f e e .
2 . 0 2  A s  d i s c u s s e d  u n d e r  " E x p l o r a t i o n "  i n  p a r a g r a p h s  2 . 3 5  t h r o u g h  2 . 5 0 ,  
e x p l o r a t i o n  a c t i v i t i e s  m a y  t a k e  p l a c e  p r i o r  t o  a c q u i s i t i o n  o f  t h e  m i n e r a l  
r i g h t s .
The Lease
2 . 0 3  T h e  m o s t  i m p o r t a n t  a n d  m o s t  c o m m o n l y  f o u n d  p r o v i s i o n s  i n  o i l  a n d  
g a s  l e a s e s  a r e  o u t l i n e d  b e l o w ,  b u t  i t  i s  i m p o r t a n t  t h a t  o i l  a n d  g a s  l e a s e s  b e  
r e a d  c a r e f u l l y  b y  t h e  a u d i t o r  t o  o b t a i n  a n  u n d e r s t a n d i n g  o f  t h e  p r i n c i p a l  p r o ­
v i s i o n s .  A  s t a n d a r d  l e a s e  a g r e e m e n t ,  p r e p a r e d  b y  t h e  A m e r i c a n  A s s o c i a t i o n  o f  
P e t r o l e u m  L a n d m e n ,  i s  o f t e n  a d a p t e d  t o  f i t  p a r t i c u l a r  c i r c u m s t a n c e s .  A l t h o u g h  
t h e  b a s i c  p r o v i s i o n s  i n  l e a s e s  a r e  s i m i l a r ,  e a c h  l e a s e  m a y  c o n t a i n  u n i q u e  p r o v i ­
s i o n s .  T h e s e  b a s i c  p r o v i s i o n s  a r e  d i s c u s s e d  i n  t h e  f o l l o w i n g  p a r a g r a p h s .
2 . 0 4  L e a s e  B o n u s .  T h e  l e a s e  b o n u s  i s  t h e  c a s h  o r  o t h e r  c o n s i d e r a t i o n  p a i d  
t o  t h e  l e s s o r  b y  t h e  l e s s e e  i n  r e t u r n  f o r  t h e  l e s s o r ' s  g r a n t i n g  t h e  l e s s e e  r i g h t s  
t o  e x p l o r e  f o r  m i n e r a l s ,  d r i l l  w e l l s ,  a n d  e x t r a c t  a n y  m i n e r a l s  f o u n d .  T h e  b o n u s  
i s  c o m p u t e d  o n  a  p e r - a c r e  b a s i s  a n d  m a y  r a n g e  f r o m  a  f e w  d o l l a r s  p e r  a c r e  
i n  w i l d c a t  l o c a t i o n s  t o  t h o u s a n d s  o f  d o l l a r s  p e r  a c r e  f o r  l o c a t i o n s  n e a r  p r o d u c ­
i n g  p r o p e r t i e s .  I n  n e g o t i a t e d  l e a s e s ,  t h e  f u l l  a m o u n t  o f  t h e  b o n u s  m a y  n o t  b e  
s p e c i f i e d  i n  t h e  l e a s e  a g r e e m e n t .
2 . 0 5  P r i m a r y  T e r m .  T h e  m a x i m u m  p e r i o d  o f  t i m e  a l l o w e d  f o r  t h e  l e s s e e  t o  
c o m m e n c e  d r i l l i n g  a  w e l l  i s  r e f e r r e d  t o  a s  t h e  " p r i m a r y  t e r m , "  w h i c h  i s  n o r m a l l y  
t h r e e  t o  t e n  y e a r s .
2 . 0 6  D r i l l i n g  O b l i g a t i o n .  T h e  l e a s e  g e n e r a l l y  s t i p u l a t e s  t h a t  e i t h e r  d r i l l i n g  
o p e r a t i o n s  b e g i n  w i t h i n  a  s p e c i f i e d  p e r i o d  ( u s u a l l y  o n e  y e a r )  o r  t h a t  t h e  l e s s e e  
m a k e  a  s p e c i f i e d  p a y m e n t  ( d e l a y  r e n t a l )  t o  t h e  l e s s o r .  I n  s u c c e e d i n g  y e a r s ,  t h e  
s a m e  d r i l l i n g  o b l i g a t i o n  e x i s t s  b u t  c a n  b e  d e f e r r e d  ( a n d  t h e  l e a s e  r e t a i n e d )  b y
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m a k i n g  t h e  s p e c i f i e d  p a y m e n t ;  h o w e v e r ,  n o  p r o v i s i o n  i s  m a d e  f o r  t h e  e x t e n s i o n  
o f  t h e  l e a s e  b y  p a y m e n t  o f  r e n t  b e y o n d  t h e  p r i m a r y  t e r m .
2 . 0 7  D e l a y  R e n t a l s .  T h e  p a y m e n t  m a d e  t o  d e f e r  d r i l l i n g  a c t i v i t i e s  f o r  a n  a d ­
d i t i o n a l  y e a r  i s  c a l l e d  a  d e l a y  r e n t a l .  T h e  a m o u n t  o f  t h e  d e l a y  r e n t a l  i s  n o r m a l l y  
m u c h  s m a l l e r  t h a n  t h e  l e a s e  b o n u s .
2 . 0 8  R o y a l t y  P r o v i s i o n s .  T h e  l e s s o r  r e t a i n s  a  r o y a l t y  i n t e r e s t  i n  t h e  m i n ­
e r a l s .  T h i s  i n t e r e s t  e n t i t l e s  t h e  l e s s o r  t o  r e c e i v e  f r e e  a n d  c l e a r  o f  a l l  c o s t s  a  
s p e c i f i e d  p o r t i o n  o f  t h e  o i l  a n d  g a s  p r o d u c e d ,  o r  a  s p e c i f i e d  p o r t i o n  o f  t h e  v a l u e  
o f  s u c h  p r o d u c t i o n ,  e x c e p t  f o r  ( 1 )  t h e  r e l a t e d  s t a t e  s e v e r a n c e  o r  p r o d u c t i o n  t a x e s ,  
a n d  ( 2 )  c e r t a i n  c o s t s  n e c e s s a r y  t o  g e t  t h e  p r o d u c t  i n t o  a  s a l a b l e  c o n d i t i o n .
2 . 0 9  P r o d u c t i o n  H o l d s  L e a s e .  O n c e  a  s u c c e s s f u l  w e l l  h a s  b e e n  d r i l l e d  a n d  
c o m m e r c i a l  p r o d u c t i o n  i s  b e g u n ,  t h e  l e a s e  u s u a l l y  r e m a i n s  i n  e f f e c t  f o r  a s  l o n g  
a s  t h e r e  i s  p r o d u c t i o n  w i t h o u t  e x t e n d e d  a n d  i n d e f i n i t e  i n t e r r u p t i o n .  I f  p r o d u c ­
t i o n  c e a s e s ,  t h e  o p e r a t o r  m u s t  a c t  i n  g o o d  f a i t h  t o  r e s u m e  t h e  e x t r a c t i o n  o f  o i l  
o r  g a s  w i t h i n  a  r e a s o n a b l e  t i m e  ( s p e c i f i e d  i n  t h e  l e a s e  c o n t r a c t ) .
2 . 1 0  R i g h t  t o  A s s i g n  I n t e r e s t .  T h e  l e a s e  c o n t r a c t  g r a n t s  e a c h  p a r t y  t h e  r i g h t  
t o  a s s i g n ,  w i t h o u t  a p p r o v a l  o f  t h e  o t h e r  p a r t y ,  a n y  p a r t  o r  a l l  o f  i t s  r i g h t s  a n d  
o b l i g a t i o n s .
2 . 1 1  F i x e d  o r  M a n d a t o r y  R e n t a l s .  T h e  c o n t r a c t  m a y  p r o v i d e  f o r  r e n t a l  p a y ­
m e n t s  t h a t  c a n n o t  b e  a v o i d e d  e v e n  t h o u g h  t h e  p r o p e r t y  i s  a b a n d o n e d  o r  d r i l l i n g  
h a s  b e g u n .  I n  e f f e c t ,  t h e s e  p a y m e n t s  a r e  d e f e r r e d  b o n u s e s  p a i d  o n  a n  i n s t a l l ­
m e n t  b a s i s .
2 . 1 2  S h u t - i n  R o y a l t i e s .  M o s t  l e a s e  c o n t r a c t s  p r o v i d e  f o r  s h u t - i n  r o y a l t i e s ,  
w h i c h  r e p r e s e n t  p a y m e n t s  b y  t h e  o p e r a t o r  t o  t h e  r o y a l t y  o w n e r  i f  a  s u c c e s s f u l  
w e l l  h a s  b e e n  d r i l l e d  b u t  p r o d u c t i o n  h a s  n o t  b e g u n  w i t h i n  a  s p e c i f i e d  t i m e .  
S h u t - i n s  f r e q u e n t l y  o c c u r  o n  p r o p e r t i e s  c o n t a i n i n g  g a s  a n d  m a y  b e  c a u s e d  
b y  t h e  a b s e n c e  o f  a  m a r k e t ,  a  l a c k  o f  t r a n s p o r t a t i o n ,  t h e  n e c e s s i t y  t o  o b t a i n  
p e r m i s s i o n  f r o m  a  g o v e r n m e n t a l  u n i t ,  o r  f o r  o t h e r  r e a s o n s .  S h u t - i n  p a y m e n t s  
m a y  o r  m a y  n o t  b e  r e c o v e r a b l e  b y  t h e  o p e r a t o r  o u t  o f  f u t u r e  a m o u n t s  a c c r u i n g  
t o  t h e  r o y a l t y  o w n e r .
2 . 1 3  O f f s e t  C l a u s e .  A  c o m m o n  p r o v i s i o n  c a l l e d  a n  o f f s e t  c l a u s e  r e q u i r e s  a n  
o p e r a t o r  t o  d r i l l  s u c h  o f f s e t  w e l l s  t o  p r e v e n t  d r a i n a g e  o f  o i l  o r  g a s  t o  a n o t h e r  
t r a c t  t h a t  a  p r u d e n t  o p e r a t o r  w o u l d  d r i l l  u n d e r  s i m i l a r  c i r c u m s t a n c e s .
2 . 1 4  C o m p e n s a t o r y  R o y a l t i e s .  P a y m e n t s  k n o w n  a s  c o m p e n s a t o r y  r o y a l t i e s  
a r e  m a d e  b y  o i l  c o m p a n i e s  t o  r o y a l t y  o w n e r s  a s  c o m p e n s a t i o n  f o r  t h e  l a t t e r ' s  
l o s s  o f  i n c o m e  d u r i n g  p e r i o d s  w h e n  t h e  c o m p a n y  h a s  n o t  f u l f i l l e d  i t s  o b l i g a t i o n  
t o  d r i l l .
2 . 1 5  G u a r a n t e e d  o r  M i n i m u m  R o y a l t i e s .  I f  l e a s e s  a r e  a c q u i r e d  o n  p r o p e r t y  
h a v i n g  a  h i g h  p r o b a b i l i t y  o f  b e i n g  p r o d u c t i v e ,  t h e  m i n e r a l  o w n e r  m a y  b e  a b l e  
t o  n e g o t i a t e  a  p r o v i s i o n  i n  t h e  l e a s e  r e q u i r i n g  t h e  l e s s e e  t o  g u a r a n t e e  t h e  
m i n e r a l  o w n e r  a  s p e c i f i e d  m i n i m u m  r o y a l t y  p a y m e n t  e a c h  m o n t h  o r  e a c h  y e a r .  
I f  t h e  r o y a l t y  o w n e r ' s  s h a r e  o f  n e t  p r o c e e d s  f r o m  p r o d u c t i o n  i s  l e s s  t h a n  t h e  
s p e c i f i e d  a m o u n t ,  t h e  l e s s e e  m u s t  p a y  t h e  d i f f e r e n c e .  G u a r a n t e e d  p a y m e n t s  
m a y  b e  n o n r e c o v e r a b l e  o r  m a y  b e  r e c o v e r a b l e  o u t  o f  f u t u r e  r o y a l t i e s  a c c r u i n g  
t o  t h e  r o y a l t y  o w n e r .
2 . 1 6  S u r f a c e  D a m a g e .  T h i s  p r o v i s i o n  i s  s o m e t i m e s  i n c o r p o r a t e d  i n  a  m i n ­
e r a l  l e a s e  t o  r e q u i r e  a  l e s s e e  t o  p a y  f o r  a n y  d a m a g e s  t o  t h e  l e a s e h o l d  t h a t  o c c u r s  
f r o m  d r i l l i n g  o r  o p e r a t i n g  t h e  l e a s e .
Entities With Oil and Gas Producing Activities
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Contract Termination Costs
2 . 1 7  F A S B  S t a t e m e n t  N o .  1 4 6 , 1 A c c o u n t i n g  f o r  C o s t s  A s s o c i a t e d  w i t h  E x i t  
o r  D i s p o s a l  A c t i v i t i e s ,  a d d r e s s e s  a c c o u n t i n g  f o r  c o n t r a c t  t e r m i n a t i o n  c o s t s .  
C o s t s  t o  t e r m i n a t e  a n  o p e r a t i n g  l e a s e  ( a s  d e f i n e d  b y  F A S B  S t a t e m e n t  N o .  1 3 ,  
A c c o u n t i n g  f o r  L e a s e s )  o r  o t h e r  c o n t r a c t  a r e  ( a )  c o s t s  t o  t e r m i n a t e  t h e  c o n t r a c t  
b e f o r e  t h e  e n d  o f  i t s  t e r m  o r  ( b ) c o s t s  t h a t  w i l l  c o n t i n u e  t o  b e  i n c u r r e d  u n d e r  
t h e  c o n t r a c t  f o r  i t s  r e m a i n i n g  t e r m  w i t h o u t  e c o n o m i c  b e n e f i t  t o  t h e  e n t i t y ,  a s  
s t a t e d  i n  p a r a g r a p h  1 4  o f  F A S B  S t a t e m e n t  N o .  1 4 6 .
2 . 1 8  A  l i a b i l i t y  f o r  c o s t s  t o  t e r m i n a t e  a  c o n t r a c t  b e f o r e  t h e  e n d  o f  i t s  t e r m  
s h o u l d  b e  r e c o g n i z e d  a n d  m e a s u r e d  a t  i t s  f a i r  v a l u e *  w h e n  t h e  e n t i t y  t e r m i ­
n a t e s  t h e  c o n t r a c t  i n  a c c o r d a n c e  w i t h  t h e  c o n t r a c t  t e r m s .  F o r  e x a m p l e ,  w h e n  
t h e  e n t i t y  g i v e s  w r i t t e n  n o t i c e  t o  t h e  c o u n t e r p a r t y  w i t h i n  t h e  n o t i f i c a t i o n  p e r i o d  
s p e c i f i e d  b y  t h e  c o n t r a c t  o r  i f  t h e  e n t i t y  h a s  o t h e r w i s e  n e g o t i a t e d  a  t e r m i n a ­
t i o n  w i t h  t h e  c o u n t e r p a r t y .  T h e  g u i d a n c e  i n  p a r a g r a p h  6  o f  F A S B  S t a t e m e n t  
N o .  1 4 6  s h o u l d  b e  a p p l i e d  i n  p e r i o d s  s u b s e q u e n t  t o  t h a t  d a t e .  A n  e x a m p l e  o f  
t h i s  w o u l d  b e  c o n s o l i d a t i o n  o f  o p e r a t i n g  l o c a t i o n s  w h e r e  b u s i n e s s  a c t i v i t i e s  a r e  
c o n s o l i d a t e d  i n t o  a  g i v e n  l o c a t i o n .  T h e  e n t i t y  m a y  i n c u r  e m p l o y e e  r e l o c a t i o n  
c o s t s ,  o p e r a t i n g  l e a s e  t e r m i n a t i o n s ,  s a l e  o f  f i e l d  l o c a t i o n  b u i l d i n g s ,  s e v e r a n c e  
a n d  e m p l o y e e  r e l a t e d  b e n e f i t  c o s t s .
2 . 1 9  A  l i a b i l i t y  f o r  c o s t s  t h a t  w i l l  c o n t i n u e  t o  b e  i n c u r r e d  u n d e r  a  c o n t r a c t  
f o r  i t s  r e m a i n i n g  t e r m  w i t h o u t  e c o n o m i c  b e n e f i t  t o  t h e  e n t i t y  s h o u l d  b e  r e c o g ­
n i z e d  a n d  m e a s u r e d  a t  i t s  f a i r  v a l u e  w h e n  t h e  e n t i t y  c e a s e s  u s i n g  t h e  r i g h t  
c o n v e y e d  b y  t h e  c o n t r a c t .  F o r  e x a m p l e ,  t h e  r i g h t  t o  u s e  a  l e a s e d  p r o p e r t y  o r  t o  
r e c e i v e  f u t u r e  g o o d s  o r  s e r v i c e s ,  r e f e r r e d  t o  a s  t h e  c e a s e - u s e  d a t e .  I f  t h e  c o n ­
t r a c t  i s  a n  o p e r a t i n g  l e a s e ,  t h e  f a i r  v a l u e  o f  t h e  l i a b i l i t y  a t  t h e  c e a s e - u s e  d a t e  
s h o u l d  b e  d e t e r m i n e d  b a s e d  o n  t h e  r e m a i n i n g  l e a s e  r e n t a l s , 1 2  r e d u c e d  b y  e s t i ­
m a t e d  s u b l e a s e  r e n t a l s  t h a t  c o u l d  b e  r e a s o n a b l y  o b t a i n e d  f o r  t h e  p r o p e r t y ,  e v e n  
i f  t h e  e n t i t y  d o e s  n o t  i n t e n d  t o  e n t e r  i n t o  a  s u b l e a s e .  R e m a i n i n g  l e a s e  r e n t a l s  
s h o u l d  n o t  b e  r e d u c e d  t o  a n  a m o u n t  l e s s  t h a n  z e r o .  T h e  g u i d a n c e  i n  p a r a g r a p h  
6  o f  F A S B  S t a t e m e n t  N o .  1 4 6  s h o u l d  b e  a p p l i e d  f o r  p e r i o d s  s u b s e q u e n t  t o  t h e  
c e a s e - u s e  d a t e .  E x a m p l e  4  o f  A p p e n d i x  A ,  F A S B  S t a t e m e n t  N o .  1 4 6 ,  i l l u s t r a t e s  
c o s t s  t o  t e r m i n a t e  a n  o p e r a t i n g  l e a s e .
2 . 2 0  D i s c l o s u r e s .  I n  a c c o r d a n c e  w i t h  p a r a g r a p h  2 0  o f  F A S B  S t a t e m e n t  
N o .  1 4 6 ,  a n  e n t i t y  s h o u l d  d i s c l o s e  t h e  f o l l o w i n g  i n f o r m a t i o n  t h a t  i n c l u d e s  t h e
1  A u d i t o r s  s h o u l d  b e  a w a r e  t h a t  F A S B  S t a t e m e n t  N o .  1 4 6  s t a t e s  t h a t  a n  e x i t  o r  d i s p o s a l  a c t i v i t y  
i s  i n i t i a t e d  w h e n  m a n a g e m e n t ,  h a v i n g  t h e  a u t h o r i t y  t o  a p p r o v e  t h e  a c t i o n ,  c o m m i t s  t o  a n  e x i t  o r  
d i s p o s a l  p l a n  o r  o t h e r w i s e  d i s p o s e d  o f  a  l o n g - l i v e d  a s s e t  ( d i s p o s a l  g r o u p )  a n d ,  i f  t h e  a c t i v i t y  i n v o l v e s  
t h e  t e r m i n a t i o n  o f  e m p l o y e e s ,  t h e  c r i t e r i a  f o r  a  p l a n  o f  t e r m i n a t i o n  i n  p a r a g r a p h  8  o f  F A S B  S t a t e m e n t  
N o .  1 4 6  a r e  m e t .
* I n  J u n e  2 0 0 4 ,  t h e  F A S B  p u b l i s h e d  a n  e x p o s u r e  d r a f t  o f  a  p r o p o s e d  F A S B  S t a t e m e n t ,  F a i r  
V a l u e  M e a s u r e m e n t s ,  w h i c h  s e e k s  t o  e s t a b l i s h  a  f r a m e w o r k  f o r  m e a s u r i n g  f a i r  v a l u e  t h a t  w o u l d  a p p l y  
b r o a d l y  t o  f i n a n c i a l  a n d  n o n f i n a n c i a l  a s s e t s  a n d  l i a b i l i t i e s ,  i m p r o v i n g  t h e  c o n s i s t e n c y ,  c o m p a r a b i l i t y ,  
a n d  r e l i a b i l i t y  o f  t h e  m e a s u r e m e n t s .  T h e  f a i r  v a l u e  f r a m e w o r k  w o u l d  c l a r i f y  t h e  f a i r  v a l u e  m e a ­
s u r e m e n t  o b j e c t i v e  a n d  i t s  a p p l i c a t i o n  u n d e r  a u t h o r i t a t i v e  p r o n o u n c e m e n t s  t h a t  r e q u i r e  f a i r  v a l u e  
m e a s u r e m e n t s .  T h e  e x p o s u r e  d r a f t  w o u l d  r e p l a c e  a n y  c u r r e n t  g u i d a n c e  f o r  m e a s u r i n g  f a i r  v a l u e  i n  
t h o s e  p r o n o u n c e m e n t s  a n d  w o u l d  e x p a n d  c u r r e n t  d i s c l o s u r e s .  I t  w o u l d  a m e n d  A P B  O p i n i o n  N o s .  1 8 ,  
2 1 ,  2 8 ,  2 9 ,  F A S B  S t a t e m e n t  N o s .  1 3 ,  1 5 ,  1 9 ,  3 5 ,  6 0 ,  6 3 ,  6 5 ,  6 6 ,  6 7 ,  8 7 ,  1 0 6 ,  1 0 7 ,  1 1 5 ,  1 1 6 ,  1 2 4 ,  1 3 3 ,  
1 3 6 ,  1 4 0 ,  1 4 1 ,  1 4 2 ,  1 4 3 ,  1 4 4 ,  1 4 6 ,  1 5 0 ,  F A S B  I n t e r p r e t a t i o n  N o .  4 5 ,  a n d  F A S B  C o n c e p t s  S t a t e m e n t  
N o .  7 .  R e a d e r s  s h o u l d  b e  a l e r t  t o  t h e  i s s u a n c e  o f  a  f i n a l  S t a n d a r d .
2  T h e  r e m a i n i n g  l e a s e  r e n t a l s  s h o u l d  b e  a d j u s t e d  f o r  t h e  e f f e c t s  o f  a n y  p r e p a i d  o r  d e f e r r e d  i t e m s  
r e c o g n i z e d  u n d e r  t h e  l e a s e .
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p e r i o d  i n  w h i c h  a n  e x i t  o r  d i s p o s a l  a c t i v i t y  i s  i n i t i a t e d  a n d  a n y  s u b s e q u e n t  
p e r i o d  u n t i l  t h e  a c t i v i t y  i s  c o m p l e t e d :
a .  A  d e s c r i p t i o n  o f  t h e  e x i t  o r  d i s p o s a l  a c t i v i t y ,  i n c l u d i n g  t h e  f a c t s  a n d  
c i r c u m s t a n c e s  l e a d i n g  t o  t h e  e x p e c t e d  a c t i v i t y  a n d  t h e  e x p e c t e d  
c o m p l e t i o n  d a t e .
b .  F o r  e a c h  t y p e  o f  c o s t  a s s o c i a t e d  w i t h  t h e  a c t i v i t y  ( f o r  e x a m p l e ,  c o n ­
t r a c t  t e r m i n a t i o n  c o s t s  a n d  o t h e r  a s s o c i a t e d  c o s t s ) :
( 1 )  T h e  t o t a l  a m o u n t  e x p e c t e d  t o  b e  i n c u r r e d  i n  c o n n e c ­
t i o n  w i t h  t h e  a c t i v i t y ,  t h e  a m o u n t  i n c u r r e d  i n  t h e  p e ­
r i o d ,  a n d  t h e  c u m u l a t i v e  a m o u n t  i n c u r r e d  t o  d a t e .
( 2 )  A  r e c o n c i l i a t i o n  o f  t h e  b e g i n n i n g  a n d  e n d i n g  l i a b i l i t y  
b a l a n c e s  s h o w i n g  s e p a r a t e l y  t h e  c h a n g e s  d u r i n g  t h e  
p e r i o d  a t t r i b u t a b l e  t o  c o s t s  i n c u r r e d  a n d  c h a r g e d  t o  
e x p e n s e ,  c o s t s  p a i d  o r  o t h e r w i s e  s e t t l e d ,  a n d  a n y  a d ­
j u s t m e n t s  t o  t h e  l i a b i l i t y  w i t h  a n  e x p l a n a t i o n  o f  t h e  
r e a s o n ( s )  t h e r e f o r e .
c. T h e  l i n e  i t e m ( s )  i n  t h e  i n c o m e  s t a t e m e n t  i n  w h i c h  t h e  c o s t s  i n  ( b )  
a b o v e  a r e  a g g r e g a t e d .
d .  F o r  e a c h  r e p o r t a b l e  s e g m e n t ,  t h e  t o t a l  a m o u n t  o f  c o s t s  e x p e c t e d  t o  
b e  i n c u r r e d  i n  c o n n e c t i o n  w i t h  t h e  a c t i v i t y ,  t h e  a m o u n t  i n c u r r e d  i n  
t h e  p e r i o d ,  a n d  t h e  c u m u l a t i v e  a m o u n t  i n c u r r e d  t o  d a t e ,  n e t  o f  a n y  
a d j u s t m e n t s  t o  t h e  l i a b i l i t y  w i t h  a n  e x p l a n a t i o n  o f  t h e  r e a s o n ( s )  
t h e r e f o r e .
e. I f  a  l i a b i l i t y  f o r  a  c o s t  a s s o c i a t e d  w i t h  t h e  a c t i v i t y  i s  n o t  r e c o g n i z e d  
b e c a u s e  f a i r  v a l u e  c a n n o t  b e  r e a s o n a b l y  e s t i m a t e d ,  t h a t  f a c t  a n d  
t h e  r e a s o n s  t h e r e f o r e .
Other Considerations—Acquisition
2 . 2 1  A l m o s t  a l l  t r a n s a c t i o n s  r e l a t e d  t o  o i l  a n d  g a s  a c t i v i t i e s  h a v e  t h e i r  
f o u n d a t i o n s  i n  t h e  l e a s e  c o n t r a c t .
2 . 2 2  O i l  a n d  g a s  p r o d u c e r s  m a y  a l s o  a c q u i r e  i n t e r e s t s  i n  p r o p e r t i e s  t h a t  
h a v e  a l r e a d y  b e e n  l e a s e d  a n d  p e r h a p s  d r i l l e d  a n d  d e v e l o p e d  b y  o t h e r s .  T h i s  
i s  u s u a l l y  a c c o m p l i s h e d  b y  a s s i g n i n g  a l l  t h e  r i g h t s  a n d  o b l i g a t i o n s  o f  t h e  o r i g ­
i n a l  l e s s e e  t h r o u g h  a  s a l e  o r  b y  a c q u i r i n g  t h e  o p e r a t i n g  i n t e r e s t  s u b j e c t  t o  a  
n o n o p e r a t i n g  i n t e r e s t  r e t a i n e d  b y  t h e  o r i g i n a l  l e s s e e  ( s u b l e a s e ) .  T y p i c a l l y ,  t h e  
a s s i g n m e n t  c o n t r a c t  s p e c i f i e s  a n  a g r e e d - o n  v a l u e  o f  w e l l  a n d  l e a s e  e q u i p m e n t ,  
a n d  t h e  b a l a n c e  o f  p u r c h a s e  p r i c e  i s  d e e m e d  t o  b e  a p p l i c a b l e  t o  t h e  m i n e r a l  
r i g h t s  o b t a i n e d .
2 . 2 3  W h e n  a  f e e  i n t e r e s t  i n  p r o p e r t y  i s  a c q u i r e d ,  t h e  t r a n s a c t i o n  i s  s i m i l a r  
t o  a  t y p i c a l  r e a l  e s t a t e  t r a n s a c t i o n  i n  t h a t  t h e  a c q u i r e r  m a y  h a v e  a l l  t h e  i n t e r e s t s  
i n  a  p r o p e r t y  a n d  n o t  j u s t  m i n e r a l  i n t e r e s t s .
2 . 2 4  A f t e r  m i n e r a l  r i g h t s  h a v e  b e e n  a c q u i r e d  t h r o u g h  p u r c h a s e  o r  l e a s e ,  
s e v e r a l  y e a r s  m a y  e l a p s e  b e f o r e  d r i l l i n g  b e g i n s .  E c o n o m i c  o r  m a r k e t  c o n d i t i o n s  
m a y  d e l a y  d e v e l o p m e n t .  D u r i n g  t h a t  p e r i o d ,  t h e  h o l d e r  o f  t h e  r i g h t s  m a y  b e  
r e q u i r e d  t o  p a y  a d  v a l o r e m  t a x e s  a n d  p a y  o t h e r  c a r r y i n g  c o s t s  i n  a d d i t i o n  t o  
p o s s i b l e  d e l a y  r e n t a l s  o r  m i n i m u m  r o y a l t y  p a y m e n t s .
2 . 2 5  T h e  c o m p a n y  w i l l  u s u a l l y  m a i n t a i n  a  p r o s p e c t  f i l e  o r  a  l e a s e  f i l e ,  o r  
b o t h ,  f o r  e a c h  p r o p e r t y .  T h e s e  f i l e s  g e n e r a l l y  i n c l u d e ,  a s  a  m i n i m u m ,  a  c o p y  
o f  t h e  l e a s e ,  t h e  s u r v e y  o r  o t h e r  l e g a l  d e s c r i p t i o n  o f  t h e  p r o p e r t y ,  a n d  t h e  t i ­
t l e  o p i n i o n s .  A s  t h e  p r o s p e c t  d e v e l o p s ,  t h e  l e a s e  f i l e  w i l l  i n c l u d e  a d d i t i o n a l
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d o c u m e n t s  s u c h  a s  A F E s ,  d i v i s i o n  o r d e r s ,  p u r c h a s e  c o n t r a c t s  ( i f  a p p l i c a b l e ) ,  
o p e r a t i n g  a g r e e m e n t s ,  a n d  p r o d u c e r - s t a t u s  c e r t i f i c a t i o n s .
2 . 2 6  T h e  l e s s e e  s h o u l d  k e e p  a b r e a s t  o f  t h e  t i m i n g  o f  d e l a y  r e n t a l  p a y m e n t s  
a n d  r e a s s i g n m e n t  o b l i g a t i o n s .  I f  d e l a y  r e n t a l  p a y m e n t s  a r e  n o t  m a d e  w h e n  
d u e ,  t h e  l e a s e  c o n t r a c t  e x p i r e s .  I t  i s  i m p o r t a n t  t h a t  l e a s e  r e n t a l s  b e  p a i d  o n  
p r o p e r t i e s  t h a t  t h e  l e s s e e  d o e s  n o t  w i s h  t o  s u r r e n d e r .  C u s t o m a r i l y ,  t h e  l e s s e e  
m a y  a v o i d  a l l  o b l i g a t i o n s  a n d  g i v e  u p  a l l  r i g h t s  a n d  r e s p o n s i b i l i t i e s  b y  s i m p l y  
f a i l i n g  t o  p a y  r e n t a l s  w h e n  d u e ,  o r  t h e  l e s s e e  m a y  t e r m i n a t e  t h e  c o n t r a c t  a t  
a n y  o t h e r  t i m e  b y  e x e c u t i n g  a  f o r m a l  l e a s e  s u r r e n d e r  o r  a  q u i t  c l a i m  d e e d .  I n  
c a s e s  w h e r e  t h e  o r i g i n a l  l e a s e  h a s  b e e n  a s s i g n e d  a n d  a n  o v e r r i d i n g  r o y a l t y  o r  
o t h e r  t y p e  o f  i n t e r e s t  i s  r e t a i n e d ,  a  r e a s s i g n m e n t  c l a u s e  m a y  b e  e x e c u t e d .  I f  s o ,  
t h e  a s s i g n e e  w o u l d  b e  r e q u i r e d  t o  n o t i f y  t h e  a s s i g n o r  i n  a d v a n c e  o f  a n  i n t e n t  t o  
p e r m i t  t h e  l e a s e  t o  l a p s e .
2 . 2 7  I f  t h e  l e s s e e  w i s h e s  t o  r e t a i n  a  p r o p e r t y  w h o s e  p r i m a r y  t e r m  i s  a b o u t  
t o  e x p i r e  b u t  o n  w h i c h  d r i l l i n g  h a s  n o t  y e t  b e g u n ,  a n  e x t e n s i o n  o f  t h e  o r i g i n a l  
l e a s e  m a y  b e  a g r e e d  t o  b y  b o t h  p a r t i e s  u p o n  a n  a d d i t i o n a l  p a y m e n t  b y  t h e  l e s s e e ,  
o r  a  t o p  l e a s e  ( a  n e w  l e a s e  c o n t r a c t  o n  t h e  s a m e  p r o p e r t y )  m a y  b e  e x e c u t e d ,  u s u ­
a l l y  i n v o l v i n g  a n  a d d i t i o n a l  b o n u s  p a y m e n t  b y  t h e  l e s s e e .  A  t o p  l e a s e  m a y  a l s o  
b e  t a k e n  b y  a  t h i r d  p a r t y ,  i n  e x p e c t a t i o n  o f  t h e  e x p i r a t i o n  o f  t h e  e x i s t i n g  l e a s e .
Accounting for Acquisition Costs
2 . 2 8  S u c c e s s f u l  E f f o r t s .  U n d e r  t h e  s u c c e s s f u l  e f f o r t s  m e t h o d ,  c o s t s  a s s o c i ­
a t e d  w i t h  t h e  a c q u i s i t i o n  o f  l e a s e s  a r e  c a p i t a l i z e d  w h e n  i n c u r r e d .  T h e s e  c o n s i s t  
o f  c o s t s  i n c u r r e d  i n  o b t a i n i n g  a  m i n e r a l  i n t e r e s t  i n  a  p r o p e r t y ,  s u c h  a s  t h e  c o s t s  
o f  l e a s e  b o n u s e s  a n d  o p t i o n s  t o  l e a s e ,  b r o k e r s '  f e e s ,  r e c o r d i n g  f e e s ,  l e g a l  c o s t s ,  
a n d  o t h e r  s i m i l a r  c o s t s  i n  a c q u i r i n g  p r o p e r t y  i n t e r e s t s .
2 . 2 9  U n p r o v e d  p r o p e r t i e s  a r e  a s s e s s e d  p e r i o d i c a l l y  t o  d e t e r m i n e  w h e t h e r  
t h e y  h a v e  b e e n  i m p a i r e d  u n d e r  s u c c e s s f u l  e f f o r t s  a c c o u n t i n g .  A  p r o p e r t y  m a y  
b e  c o n s i d e r e d  i m p a i r e d  if, f o r  e x a m p l e ,  a  d r y  h o l e  h a s  b e e n  d r i l l e d  o n  a  p o r t i o n  
o f  i t  o r  i n  c l o s e  p r o x i m i t y ,  a n d  t h e  c o m p a n y  h a s  n o  i n t e n t i o n  o f  f u r t h e r  d r i l l i n g  
o n  t h e  p r o p e r t y .  A l s o ,  a s  t h e  e x p i r a t i o n  o f  t h e  l e a s e  t e r m  a p p r o a c h e s  a n d  t h e  
c o m p a n y  h a s  n o t  b e g u n  d r i l l i n g  o n  t h e  p r o p e r t y  o r  n e a r b y  p r o p e r t i e s ,  t h e  p o s s i ­
b i l i t y  o f  p a r t i a l  o r  t o t a l  i m p a i r m e n t  o f  t h e  p r o p e r t y  m a y  i n c r e a s e .  I m p a i r m e n t  
o n  i n d i v i d u a l l y  s i g n i f i c a n t  u n p r o v e d  p r o p e r t i e s  i s  a s s e s s e d  o n  a  p r o p e r t y - b y -  
p r o p e r t y  b a s i s .  I f  a  p r o p e r t y  i s  f o u n d  t o  b e  i m p a i r e d ,  a n  i m p a i r m e n t  a l l o w a n c e  
i s  p r o v i d e d ,  a n d  a  l o s s  i s  r e c o g n i z e d  i n  t h e  i n c o m e  s t a t e m e n t .
2 . 3 0  U n p r o v e d  p r o p e r t i e s  w h o s e  c o s t s  a r e  i n d i v i d u a l l y  i n s i g n i f i c a n t  m a y  
b e  a m o r t i z e d  i n  t h e  a g g r e g a t e  o r  b y  g r o u p s ,  o n  t h e  b a s i s  o f  t h e  e x p e r i e n c e  o f  
t h e  c o m p a n y  i n  s i m i l a r  s i t u a t i o n s  a n d  w i t h  t h e  c o n s i d e r a t i o n  o f  s u c h  f a c t o r s  
a s  t h e  p r i m a r y  l e a s e  t e r m s ,  t h e  a v e r a g e  h o l d i n g  p e r i o d  o f  u n p r o v e d  p r o p e r t i e s ,  
a n d  t h e  r e l a t i v e  p r o p o r t i o n  o f  s u c h  p r o p e r t i e s  o n  w h i c h  p r o v e d  r e s e r v e s  h a v e  
b e e n  f o u n d  i n  t h e  p a s t .
2 . 3 1  P r o p e r t i e s  a r e  c l a s s i f i e d  a s  u n p r o v e d  u n t i l  p r o v e d  r e s e r v e s  a r e  d i s c o v ­
e r e d  o n  t h e  p r o p e r t y .  I f  a  p r o p e r t y  b e i n g  r e c l a s s i f i e d  a s  p r o v e d  h a s  p r e v i o u s l y  
b e e n  i m p a i r e d  o n  a n  i n d i v i d u a l  b a s i s  a n d  a  v a l u a t i o n  a l l o w a n c e  h a s  b e e n  e s t a b ­
l i s h e d ,  t h e  n e t  a m o u n t  ( a c q u i s i t i o n  c o s t  m i n u s  v a l u a t i o n  a l l o w a n c e )  i s  r e c l a s ­
s i f i e d .  I f  a  v a l u a t i o n  a l l o w a n c e  h a s  b e e n  p r o v i d e d  o n  t h e  p r o p e r t y  o n  a  g r o u p  
b a s i s ,  t h e  g r o s s  a c q u i s i t i o n  c o s t  i s  r e c l a s s i f i e d  a s  p r o v e d .
2 . 3 2  I f  a n  u n p r o v e d  p r o p e r t y  i s  s u r r e n d e r e d  o r  e x p i r e s ,  t h e  c o s t  o f  t h e  
p r o p e r t y  i s  c h a r g e d  a g a i n s t  t h e  i m p a i r m e n t  a l l o w a n c e  t o  t h e  e x t e n t  i t  h a s  b e e n  
p r o v i d e d .  A n y  e x c e s s  b a s i s  i s  c h a r g e d  t o  l o s s .
Business Activities of the Oil and Gas Producing Industry
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2 . 3 3  F u l l  C o s t .  U n d e r  t h e  f u l l  c o s t  m e t h o d ,  a l l  c o s t s  a s s o c i a t e d  w i t h  t h e  
a c q u i s i t i o n  o f  p r o p e r t i e s  a r e  c a p i t a l i z e d  w i t h i n  t h e  a p p r o p r i a t e  c o s t  c e n t e r .  P r i o r  
t o  1 9 8 3 ,  a l l  c a p i t a l i z e d  c o s t s  w e r e  i n c l u d e d  i n  t h e  f u l l  c o s t  p o o l  a n d  b e c a m e  p a r t  
o f  t h e  a m o r t i z a b l e  b a s e ;  h o w e v e r ,  i n  c e r t a i n  c i r c u m s t a n c e s ,  t h e  c o s t  o f  u n u s u a l l y  
s i g n i f i c a n t  i n v e s t m e n t s  i n  u n p r o v e d  p r o p e r t i e s  a n d  m a j o r  d e v e l o p m e n t  p r o j e c t s  
c o u l d  b e  e x c l u d e d  f r o m  c o s t s  t o  b e  a m o r t i z e d .  E f f e c t i v e  w i t h  t h e  S E C ' s  a d o p t i o n  
o f  R e l e a s e  N o .  F R R  1 4 ,  O i l  a n d  G a s  P r o d u c e r s — F u l l  C o s t  A c c o u n t i n g  P r a c t i c e s ;  
A m e n d m e n t  o f  R u l e s ,  s e c t i o n  4 0 6 . 0 1 . c . i . ,  i n  1 9 8 3 ,  a l l  c o s t s  d i r e c t l y  a s s o c i a t e d  
w i t h  t h e  a c q u i s i t i o n  a n d  e v a l u a t i o n  o f  u n p r o v e d  p r o p e r t i e s  m a y  b e  e x c l u d e d  
f r o m  t h e  a m o r t i z a t i o n  c o m p u t a t i o n  u n t i l  i t  i s  d e t e r m i n e d  w h e t h e r  o r  n o t  p r o v e d  
r e s e r v e s  c a n  b e  a s s i g n e d  t o  t h e  p r o p e r t i e s .  T h e  c o m p u t a t i o n  o f  d e p r e c i a t i o n ,  
d e p l e t i o n ,  a n d  a m o r t i z a t i o n  ( D D & A )  i s  f u r t h e r  d i s c u s s e d  u n d e r  " A c c o u n t i n g  
f o r  P r o d u c t i o n "  i n  p a r a g r a p h s  2 . 1 0 7  t h r o u g h  2 . 1 2 4 .
2 . 3 4  F u l l  c o s t  a c c o u n t i n g  r e q u i r e s  t h a t  p r o p e r t i e s  e x c l u d e d  f r o m  t h e  a m o r ­
t i z a t i o n  c o m p u t a t i o n  b e  a s s e s s e d  a t  l e a s t  a n n u a l l y  t o  a s c e r t a i n  w h e t h e r  i m ­
p a i r m e n t  h a s  o c c u r r e d .  U n e v a l u a t e d  p r o p e r t i e s  w h o s e  c o s t s  a r e  i n d i v i d u a l l y  
s i g n i f i c a n t  a r e  a s s e s s e d  i n d i v i d u a l l y .  W h e n  i t  i s  n o t  p r a c t i c a b l e  t o  i n d i v i d u a l l y  
a s s e s s  t h e  a m o u n t  o f  i m p a i r m e n t  o f  p r o p e r t i e s  f o r  w h i c h  c o s t s  a r e  n o t  i n d i ­
v i d u a l l y  s i g n i f i c a n t ,  s u c h  p r o p e r t i e s  m a y  b e  g r o u p e d  f o r  p u r p o s e s  o f  a s s e s s i n g  
i m p a i r m e n t .  T h e  a m o u n t  o f  i m p a i r m e n t  a s s e s s e d  i s  a d d e d  t o  t h e  c o s t s  t o  b e  
a m o r t i z e d .  F u l l  c o s t  a c c o u n t i n g  d o e s  n o t  r e q u i r e  t h e  a s s e s s m e n t  o f  p r o p e r t i e s  
i n c l u d e d  i n  t h e  a m o r t i z a t i o n  c o m p u t a t i o n  f o r  i m p a i r m e n t ;  r a t h e r ,  t h e  c o s t  p o o l  
i n  t h e  a g g r e g a t e  i s  c o m p a r e d  t o  t h e  c o s t  c e n t e r  " c e i l i n g . "  ( T h e  c o s t  c e i l i n g  i s  f u r ­
t h e r  d i s c u s s e d  u n d e r  " A c c o u n t i n g  f o r  P r o d u c t i o n "  i n  2 . 1 0 7  t h r o u g h  2 . 1 2 4 )  S o m e  
c o m p a n i e s  n o t  s u b j e c t  t o  S E C  r e g u l a t i o n s  f o l l o w  o t h e r  m e t h o d s  o f  c o m p u t i n g  
t h e  c o s t  " c e i l i n g . "
Exploration
2 . 3 5  T h e  p u r p o s e  o f  g e o l o g i c a l  a n d  g e o p h y s i c a l  e x p l o r a t i o n  i s  t o  o b t a i n  
i n f o r m a t i o n  a b o u t  s u b s u r f a c e  g e o l o g i c a l  c o n d i t i o n s  i n  a n  a r e a  t h a t  c a n  b e  u s e d  
i n  a s s e s s i n g  t h e  p r o b a b i l i t y  t h a t  o i l  o r  g a s  e x i s t s  i n  c o m m e r c i a l  q u a n t i t i e s .  T h i s  
i n v o l v e s  f i r s t  l o c a t i n g  u n d e r g r o u n d  s t r u c t u r e s  o r  s t r a t i g r a p h i c  v a r i a t i o n s  t h a t  
a r e  c o n d u c i v e  t o  t h e  t r a p p i n g  o f  o i l  a n d  g a s ,  t h e n  c a r r y i n g  o u t  d e t a i l e d  t e s t s  t o  
s e e  i f  d r i l l i n g  i s  j u s t i f i e d .
Origin and Accumulation of Oil and G as
2 . 3 6  O i l  a n d  g a s  a r e  g e n e r a l l y  b e l i e v e d  t o  h a v e  o r i g i n a t e d  f r o m  o r g a n i c  
m a t t e r  i n  s e d i m e n t a r y  r o c k s .  L a y e r  u p o n  l a y e r  o f  s e d i m e n t  a n d  a n i m a l  a n d  
p l a n t  d e p o s i t s  w e r e  b u r i e d  s u c c e s s i v e l y  u n t i l  t h e  a c c u m u l a t i o n  b e c a m e  t h i c k ,  
s o m e t i m e s  t h o u s a n d s  o f  f e e t .  B a c t e r i a  t o o k  o x y g e n  f r o m  t h e  t r a p p e d  o r g a n i c  
r e s i d u e s  a n d  g r a d u a l l y  b r o k e  d o w n  t h e  m a t t e r  i n t o  s u b s t a n c e s  r i c h  i n  c a r b o n  
a n d  h y d r o g e n .  T h e  w e i g h t  o f  t h e  o v e r b u r d e n  c r e a t e d  h i g h  p r e s s u r e  a n d  t e m ­
p e r a t u r e ,  c o m p a c t e d  a n d  s q u e e z e d  t h e  s e d i m e n t  i n t o  h a r d  s h a l e s ,  t u r n e d  t h e  
o r g a n i c  m a t e r i a l  i n t o  o i l  a n d  g a s ,  a n d  e x p e l l e d  t h e  o i l  a n d  g a s  f r o m  t h e  s h a l e  
i n t o  r e s e r v o i r  b e d s .
2 . 3 7  O i l  a n d  g a s  a r e  u s u a l l y  n o t  f o u n d  w h e r e  t h e y  w e r e  f o r m e d .  S o u r c e  
r o c k s ,  i n  w h i c h  t h e  o r g a n i c  m a t e r i a l  w a s  o r i g i n a l l y  t r a p p e d ,  a r e  f i n e - g r a i n e d  
a n d  r e l a t i v e l y  i m p e r v i o u s .  T h e y  r a r e l y  h o l d  o i l  a n d  g a s  i n  s i g n i f i c a n t  q u a n t i t i e s .  
T h e  o i l  a n d  g a s  n o r m a l l y  m o v e  f r o m  t h e  s o u r c e  r o c k  i n t o  m o r e  p o r o u s  r o c k s ,  
t h e n  m i g r a t e  u p w a r d  t h r o u g h  t h e  p o r o u s  r o c k s  u n t i l  t h e y  r e a c h  a  s t r u c t u r a l  
c l o s u r e  o r  a n  i m p e r m e a b l e  b a r r i e r  c a u s e d  b y  s t r a t i g r a p h i c  v a r i a t i o n s .  T h e s e
Entities With Oil and Gas Producing Activities
AAG-OGP 2.33
23
c l o s u r e s  a n d  b a r r i e r s  a r e  c a l l e d  t r a p s  a n d  a r e  t h e  c a u s e  f o r  a c c u m u l a t i o n  o f  o i l  
a n d  g a s  i n t o  a  p o o l  o r  f i e l d .
2 . 3 8  A n  o i l  o r  g a s  r e s e r v o i r  i s  o f t e n  e r r o n e o u s l y  v i e w e d  a s  a  l a r g e  p o o l  o f  
l i q u i d  o r  g a s  b e n e a t h  t h e  e a r t h ,  l i k e  a  s u b t e r r a n e a n  p o n d .  I n  r e a l i t y ,  a  p e t r o l e u m  
r e s e r v o i r  i s  p o r o u s  r o c k  c a p a b l e  o f  c o n t a i n i n g  g a s ,  o i l ,  o r  w a t e r .  T h e  p e t r o l e u m  
i s  a c c u m u l a t e d  i n  t h e  s m a l l  p o r e  s p a c e s  o f  t h e  r o c k .  F o r  a n  o i l  a n d  g a s  p o o l  t o  
b e  f o r m e d ,  t h e  f o l l o w i n g  f e a t u r e s  m u s t  b e  p r e s e n t :
•  T h e r e  m u s t  h a v e  b e e n  a n  o r i g i n a l  s o u r c e  b e d  o f  o r g a n i c  m a t e r i a l ,  s u b ­
j e c t e d  t o  t h e  p r o p e r  t e m p e r a t u r e  a n d  p r e s s u r e  o v e r  s u f f i c i e n t  t i m e .
•  T h e r e  m u s t  b e  a  r e s e r v o i r  r o c k — a  r o c k  f i l l e d  w i t h  p o r e s  s o  t h e  o i l  o r  
g a s  c a n  c o l l e c t  ( p o r o s i t y ) .
•  T h e  r o c k ' s  p o r e s  m u s t  b e  i n t e r c o n n e c t e d  s o  t h e  o i l  o r  g a s  c a n  m o v e  o r  
m i g r a t e  ( p e r m e a b i l i t y ) .
•  T h e r e  m u s t  b e  a  t r a p  t h a t  w i l l  c a u s e  t h e  o i l  o r  g a s  t o  c o l l e c t  i n  a  p o o l  
a n d  p r e v e n t  i t  f r o m  m o v i n g  f u r t h e r  u p w a r d .
Prospecting for Oil and G as
2 . 3 9  A t  o n e  t i m e ,  p r o s p e c t i n g  f o r  o i l  a n d  g a s  m e r e l y  i n v o l v e d  v i s i b l e  s i g h t ­
i n g s  o f  s u r f a c e  a c c u m u l a t i o n s .  T h e  p r i m a r y  e x p l o r a t i o n  t e c h n i q u e  u s e d  i n  m a n y  
a r e a s  w a s  s u r f a c e  g e o l o g i c a l  m a p p i n g  t o  d e f i n e  t h e  s t r u c t u r a l  f e a t u r e s  e x ­
p r e s s e d  i n  t h e  r o c k  o u t c r o p s  t h a t  i n d i c a t e d  a n  o i l  a n d  g a s  t r a p  w o u l d  b e  p r e s e n t  
i n  t h e  s u b s u r f a c e .  H o w e v e r ,  t h e s e  o b v i o u s  d r i l l i n g  s i t e s  w e r e  r a p i d l y  d e v e l ­
o p e d  a n d  s u b s u r f a c e  g e o l o g i c a l  a n d  g e o p h y s i c a l  s t u d i e s  w e r e  n e e d e d  t o  l o c a t e  
p e t r o l e u m  r e s e r v o i r s .  S e v e r a l  s c i e n t i f i c  m e t h o d s  w e r e  d e v e l o p e d ,  i n c l u d i n g  t h e  
s e i s m i c  m e t h o d ,  t h e  m a g n e t i c  m e t h o d ,  a n d  t h e  g r a v i t y  m e t h o d .  S u r f a c e  g e o ­
l o g i c a l  s t u d i e s ,  h o w e v e r ,  a r e  s t i l l  u s e d  t o  l o c a t e  a r e a s  s t r u c t u r a l l y  f a v o r a b l e  f o r  
o i l  a n d  g a s  a c c u m u l a t i o n s  i n  n e w  e x p l o r a t i o n  a r e a s .  I n  a d d i t i o n ,  t h e r e  h a v e  
b e e n  n u m e r o u s  a d v a n c e s  i n  t h e  u s e  o f  s e i s m i c  d a t a  s u c h  a s  3 D  a n d  4 D .  T h e s e  
a d v a n c e d  t e c h n i q u e s  p r o v i d e  h i g h e r  r e s o l u t i o n  w h i c h  c a n  s i g n i f i c a n t l y  r e d u c e  
t h e  r i s k  o f  d r i l l i n g  d r y  h o l e s .
2 . 4 0  G e o l o g i c a l  e x p l o r a t i o n  a c t i v i t i e s  i n c l u d e  t h e  f o l l o w i n g :  ( 1 )  s t u d y i n g  
t h e  s t r u c t u r a l  c o n f i g u r a t i o n  o f  e x p o s e d  f o r m a t i o n s  o n  t h e  s u r f a c e  i n  o r d e r  t o  
s e c u r e  i n f o r m a t i o n  a b o u t  t h e  s t r u c t u r e  o f  p a r a l l e l  s u b s u r f a c e  b e d s ;  ( 2 )  e x a m ­
i n i n g  t h e  s u r f a c e  f o r  o i l  o r  g a s  s e e p a g e s ,  o r  p a r a f f i n  r e s i d u e  t h a t  i n d i c a t e s  p a s t  
s e e p a g e  o f  h y d r o c a r b o n s ;  a n d  ( 3 )  e x a m i n i n g  s u b s u r f a c e  s t r a t a  t h r o u g h  t h e  u s e  
o f  s a m p l e s  t a k e n  b y  c o r e  d r i l l i n g  a s  w e l l  a s  m e a s u r e m e n t s  o f  c e r t a i n  p h y s i c a l  
p r o p e r t i e s  o f  t h e  s a m p l e  r o c k s ,  s u c h  a s  r e s i s t i v i t y  a n d  r a d i o a c t i v i t y .  I n  a d d i t i o n ,  
g e o l o g i s t s  a n d  o t h e r  s c i e n t i s t s  m a k e  m a n y  d i f f e r e n t  t e s t s  o f  c u t t i n g s  b r o u g h t  
t o  t h e  s u r f a c e  i n  t h e  p r o c e s s  o f  d r i l l i n g  w e l l s .
2 . 4 1  S o m e  l a r g e  c o m p a n i e s  m a i n t a i n  e x p l o r a t i o n  d e p a r t m e n t s  o r  e s t a b l i s h  
e x p l o r a t i o n  s u b s i d i a r i e s  t h a t  o w n  o r  l e a s e  g e o l o g i c a l  a n d  g e o p h y s i c a l  e q u i p m e n t  
a n d  e m p l o y  e x p l o r a t i o n  c r e w s  a n d  s c i e n t i s t s .  M o s t  c o m p a n i e s ,  b o t h  l a r g e  a n d  
s m a l l ,  c o n t r a c t  w i t h  e x p l o r a t i o n  a n d  o i l  i n d u s t r y  s e r v i c e  c o m p a n i e s  t o  c a r r y  o u t  
t h e i r  e x p l o r a t i o n .
2 . 4 2  I f  a n  o u t s i d e  c o n t r a c t o r  i s  u s e d ,  t h e  c o n t r a c t  n o r m a l l y  c o n t a i n s  d e ­
t a i l e d  p r o v i s i o n s  a b o u t  t h e  f o l l o w i n g :  ( 1 )  t h e  a r e a  t o  b e  c o v e r e d ;  ( 2 )  t h e  n a t u r e  
o f  w o r k  t o  b e  p e r f o r m e d ;  ( 3 )  t h e  t i m e  p e r i o d  i n  w h i c h  t h e  e x p l o r a t i o n  i s  t o  b e  
c a r r i e d  o u t ;  ( 4 )  t h e  n a t u r e  o f  r e p o r t s  t o  b e  m a d e ;  a n d  ( 5 )  r u l e s  f o r  i n s u r i n g  
s e c u r i t y  o f  d a t a ,  a s  w e l l  a s  o t h e r  p r o v i s i o n s .
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2 . 4 3  W h e n  t h e  o p e r a t i n g  c o m p a n y  m a i n t a i n s  i t s  o w n  e x p l o r a t i o n  d e p a r t ­
m e n t ,  i t  i s  c u s t o m a r y  f o r  c o s t s  o f  t h a t  d e p a r t m e n t  t o  b e  a c c u m u l a t e d  a n d  a l l o ­
c a t e d  t o  e x p l o r a t i o n  a c t i v i t i e s  a n d  p r o j e c t s .  T h e  a l l o c a t i o n  i s  b a s e d  o n  s t a n d a r d ­
i z e d  c h a r g e s ,  s u c h  a s  c o s t  p e r  d a y  f o r  a  c r e w ,  c o s t s  p e r  s h o t - p o i n t  f o r  s e i s m i c  
w o r k ,  h o u r l y  b a s i s  f o r  e n g i n e e r s ,  a n d  t h e  l i k e .  F r e q u e n t l y ,  e m p l o y m e n t  c o n ­
t r a c t s  w i t h  g e o l o g i s t s  o r  g e o p h y s i c i s t s  c a l l  f o r  t h e  e m p l o y e e  t o  r e c e i v e  o w n e r s h i p  
i n t e r e s t s  i n  l e a s e s  a c q u i r e d  a s  t h e  r e s u l t  o f  e x p l o r a t i o n .
2 . 4 4  F o r  c o n t r o l  p u r p o s e s ,  e x p l o r a t i o n  i s  u n d e r t a k e n  o n  a  p r o j e c t  b a s i s .  
A  " p r o j e c t  a r e a "  i s  u s u a l l y  t h e  m a x i m u m  s i z e  t h a t  c a n  b e  e f f i c i e n t l y  e x p l o r e d  
u n d e r  a  c o o r d i n a t e d  e x p l o r a t i o n  p r o g r a m .  A  p r e l i m i n a r y  r e c o n n a i s s a n c e  o f  t h e  
p r o j e c t  a r e a  u s i n g  m a g n e t o m e t e r s ,  g r a v i t o m e t e r s ,  a e r i a l  p h o t o g r a p h y ,  a n d  s u r ­
f a c e  g e o l o g y  s e e k s  t o  d e f i n e  " a r e a s  o f  i n t e r e s t "  f o r  o i l  a n d  g a s  a c c u m u l a t i o n s  t h a t  
j u s t i f y  m o r e  i n t e n s i v e  e x p l o r a t i o n  t h r o u g h  s e i s m i c  s h o o t i n g  o r  c o r e  d r i l l i n g .  T h e  
d e t a i l e d  e x p l o r a t i o n  i s  c o n d u c t e d  t o  d e t e r m i n e  m o r e  s p e c i f i c  p r o s p e c t i v e  a r e a s  
f o r  e v a l u a t i o n  w i t h  d r i l l i n g  a n d  m a y  b e  c o n d u c t e d  e i t h e r  b e f o r e  o r  a f t e r  a c q u i r ­
i n g  t h e  l e a s e .
2 . 4 5  O n c e  t h e  s e i s m i c  d a t a  h a v e  b e e n  a n a l y z e d  a n d  t h e  l e a s e s  a c q u i r e d ,  
t h e  c o m p a n y  d e t e r m i n e s  t h e  e x a c t  s p o t  f o r  d r i l l i n g .  W e l l s  d r i l l e d  i n  a n  u n p r o v e d  
a r e a  a r e  r e f e r r e d  t o  a s  " e x p l o r a t o r y ”  w e l l s .  T h e  m o r e  r i s k y  e x p l o r a t o r y  w e l l s  
a r e  r e f e r r e d  t o  a s  " w i l d c a t "  w e l l s  a n d  a r e  o f t e n  d r i l l e d  i n  a r e a s  t h a t  h a v e  n o t  
p r e v i o u s l y  y i e l d e d  c o m m e r c i a l  p r o d u c t i o n .
Other Considerations—Exploration
2 . 4 6  S o m e  e x p l o r a t i o n  c a n  b e  c o n d u c t e d  w i t h o u t  d i r e c t  a c c e s s  t o  p r i v a t e l y  
o w n e d  l a n d  s u r f a c e ;  f o r  e x a m p l e ,  p h o t o g r a p h y  a n d  g r a v i m e t r i c  a n d  m a g n e t i c  
m e a s u r e m e n t s  c a n  b e  c o n d u c t e d  f r o m  p l a n e s  o r  s a t e l l i t e s ,  a n d  s t u d i e s  o f  s u r ­
f a c e  s t r a t a  c a n  b e  m a d e  f r o m  c r e e k  b e d s  o r  r i v e r  b e d s  a n d  f r o m  p u b l i c  r o a d s  
a n d  r a i l r o a d s  c u t  t h r o u g h  h i l l s .  H o w e v e r ,  t o  g a i n  a c c e s s  t o  p r i v a t e  l a n d  t h e  o p ­
e r a t o r  m u s t  s e c u r e  p e r m i s s i o n  f r o m  l a n d o w n e r s .  T h i s  t r a n s a c t i o n  m a y  i n v o l v e  
a  " r i g h t s  t o  e x p l o r e  o n l y "  c o n t r a c t ,  w h i c h  p e r m i t s  t h e  o p e r a t o r  t o  c o n d u c t  e x p l o ­
r a t i o n  o n  t h e  p r o p e r t y  b u t  d o e s  n o t  p r o v i d e  f o r  s u b s e q u e n t l y  l e a s i n g  a c r e a g e .  
P e r m i s s i o n  m a y  a l s o  b e  g r a n t e d  t h r o u g h  a  " r i g h t s  t o  e x p l o r e  w i t h  o p t i o n  t o  
a c q u i r e  a c r e a g e "  c o n t r a c t .  T h i s  a g r e e m e n t  c a l l s  f o r  t h e  o p e r a t o r  t o  m a k e  a  p a y ­
m e n t  a t  t h e  t i m e  t h e  c o n t r a c t  i s  s i g n e d ,  a n d  i t  g i v e s  t h e  o p e r a t o r  n o t  o n l y  t h e  
r i g h t  t o  e x p l o r e  b u t  a l s o  t h e  r i g h t  t o  l e a s e  a l l  o r  p a r t  o f  t h e  a c r e a g e  b y  p a y i n g  
a  s p e c i f i e d  b o n u s  p e r  a c r e  w i t h i n  t h e  o p t i o n  p e r i o d  ( o f t e n  s i x  m o n t h s ) .
2 . 4 7  H o l d e r s  o f  m i n e r a l  p r o p e r t i e s  m a y  m a k e  c a s h  c o n t r i b u t i o n s  t o  o t h e r  
o p e r a t o r s  w h o  a r e  d r i l l i n g  w e l l s  o n  n e a r b y  p r o p e r t i e s  i n  e x c h a n g e  f o r  w h i c h  
t h e  o p e r a t o r  c o n d u c t i n g  d r i l l i n g  p r o v i d e s  t h e  c o n t r i b u t o r  w i t h  g e o l o g i c a l  d a t a ,  
i n c l u d i n g  s a m p l e s  f r o m  t h e  w e l l  b e i n g  d r i l l e d .  S o m e t i m e s  t h e  t r a n s a c t i o n  i n ­
v o l v e s  a  " b o t t o m  h o l e  c o n t r i b u t i o n , "  c a l l i n g  f o r  c a s h  t o  b e  p a i d  w h e n  t h e  w e l l  h a s  
b e e n  d r i l l e d  t o  a  s p e c i f i c  g e o l o g i c a l  f o r m a t i o n  o r  t o  a  s p e c i f i e d  d e p t h .  I n  o t h e r  
c a s e s ,  t h e  t r a n s a c t i o n  i n v o l v e s  a  " d r y  h o l e  c o n t r i b u t i o n , "  w h i c h  p r o v i d e s  t h a t  
t h e  c o n t r i b u t i o n  i s  t o  b e  m a d e  o n l y  i f  t h e  w e l l  b e i n g  d r i l l e d  d o e s  n o t  p r o d u c e  
c o m m e r c i a l  r e s e r v e s .  I f  t h e  w e l l  i s  a  p r o d u c e r ,  n o  c o n t r i b u t i o n  i s  m a d e .
Accounting for Exploration Costs
2 . 4 8  E x p l o r a t i o n  c o s t s  i n c u r r e d  i n  t h e  g e o l o g i c a l  a n d  g e o p h y s i c a l  a c t i v i t i e s  
a r e  c o m m o n l y  r e f e r r e d  t o  a s  " G & G  c o s t s . "  G & G  c o s t s  i n c l u d e  t h e  f o l l o w i n g :  c o s t s  
o f  t o p o g r a p h i c a l ,  g e o l o g i c a l ,  a n d  g e o p h y s i c a l  s t u d i e s ;  r i g h t s  o f  a c c e s s  t o  p r o p ­
e r t i e s  t o  c o n d u c t  t h o s e  s t u d i e s ;  a n d  s a l a r i e s  a n d  o t h e r  e x p e n s e s  o f  g e o l o g i s t s ,
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g e o p h y s i c a l  c r e w s ,  o r  o t h e r s  c o n d u c t i n g  t h o s e  s t u d i e s .  A l s o  i n c l u d e d  i n  e x p l o ­
r a t i o n  c o s t s  a r e  e x p e n s e s  o f  c a r r y i n g  a n d  r e t a i n i n g  u n d e v e l o p e d  p r o p e r t i e s ,  d r y  
h o l e  a n d  b o t t o m  h o l e  c o n t r i b u t i o n s ,  c o s t s  o f  d r i l l i n g  a n d  e q u i p p i n g  e x p l o r a t o r y  
w e l l s ,  a n d  c o s t s  o f  d r i l l i n g  e x p l o r a t o r y - t y p e  s t r a t i g r a p h i c  t e s t  w e l l s .
2 . 4 9  S u c c e s s f u l  E f f o r t s .  U n d e r  t h e  s u c c e s s f u l  e f f o r t s  m e t h o d ,  G & G  c o s t s ,  
c o s t s  o f  c a r r y i n g  a n d  r e t a i n i n g  u n d e v e l o p e d  p r o p e r t i e s  s u c h  a s  d e l a y e d  r e n t a l s ,  
a d  v a l o r e m  t a x e s  o n  p r o p e r t i e s ,  l e g a l  c o s t s  f o r  t i t l e  d e f e n s e ,  m a i n t e n a n c e  o f  
l a n d  a n d  l e a s e  r e c o r d s ,  a n d  d r y  h o l e  a n d  b o t t o m  h o l e  c o n t r i b u t i o n s  a r e  c h a r g e d  
t o  e x p e n s e  a s  i n c u r r e d .  T h e  c o s t s  o f  d r i l l i n g  e x p l o r a t o r y  a n d  e x p l o r a t o r y - t y p e  
s t r a t i g r a p h i c  t e s t  w e l l s  a r e  c a p i t a l i z e d ,  p e n d i n g  d e t e r m i n a t i o n  o f  w h e t h e r  t h e  
w e l l  c a n  p r o d u c e  p r o v e d  r e s e r v e s .  I f  i t  i s  d e t e r m i n e d  t h e  w e l l  w i l l  n o t  p r o d u c e  
p r o v e d  r e s e r v e s ,  t h e  c a p i t a l i z e d  c o s t s ,  n e t  o f  a n y  s a l v a g e  v a l u e ,  a r e  c h a r g e d  t o  
e x p e n s e .  S e e  " A c c o u n t i n g  f o r  D r i l l i n g  a n d  D e v e l o p m e n t  C o s t s "  i n  p a r a g r a p h s  
2 . 6 4  t h r o u g h  2 . 7 1 .
2 . 5 0  F u l l  C o s t .  U n d e r  t h e  f u l l  c o s t  m e t h o d ,  a l l  c o s t s  a s s o c i a t e d  w i t h  t h e  e x ­
p l o r a t i o n  o f  p r o p e r t i e s  a r e  c a p i t a l i z e d  w i t h i n  a n  a p p r o p r i a t e  c o s t  c e n t e r .  T h e s e  
c o s t  c e n t e r s  a r e  e s t a b l i s h e d  o n  a  c o u n t r y - b y - c o u n t r y  b a s i s .  T h e  c o s t s  b e c o m e  
p a r t  o f  t h e  f u l l  c o s t  p o o l .
Business Activities of the Oil and Gas Producing Industry
D rillin g  a n d  D evelopm ent
2 . 5 1  A l t h o u g h  m o s t  w e l l s  d r i l l e d  b y  o i l  a n d  g a s  o p e r a t o r s  a r e  i n t e n d e d  t o  
f i n d  o i l  a n d  g a s  a n d  t o  e x t r a c t  m i n e r a l s ,  s o m e  w e l l s  a r e  d r i l l e d  s o l e l y  t o  o b t a i n  
g e o l o g i c a l  i n f o r m a t i o n  ( s t r a t i g r a p h i c  t e s t  w e l l s )  o r  t o  f a c i l i t a t e  p r o d u c t i o n  ( g a s  
o r  w a t e r  i n j e c t i o n  w e l l s ) .  W e l l s  d r i l l e d  w i t h i n  t h e  p r o v e d  a r e a  o f  a n  o i l  o r  g a s  
r e s e r v o i r  t o  t h e  d e p t h  o f  a  s t r a t i g r a p h i c  h o r i z o n  k n o w n  t o  b e  p r o d u c t i v e  a r e  
c l a s s i f i e d  a s  d e v e l o p m e n t  w e l l s ;  o t h e r  w e l l s  d r i l l e d  t o  f i n d  o i l  a n d  g a s  a r e  c a l l e d  
e x p l o r a t o r y  w e l l s .
2 . 5 2  V a r i o u s  d r i l l i n g  m e t h o d s  e x i s t .  R o t a r y  d r i l l i n g  i s  b y  f a r  t h e  m o s t  
p r e v a l e n t  m e t h o d .  R o t a r y  d r i l l i n g ,  a s  t h e  n a m e  i m p l i e s ,  i n v o l v e s  t h e  a p p l i ­
c a t i o n  o f  a  r o t a t i n g  m o t i o n  t o  a  d r i l l  b i t  t o  b o r e  a  h o l e  i n t o  t h e  e a r t h .  A  d r i l l i n g  
f l u i d  ( " m u d " )  i s  c o n t i n u a l l y  c i r c u l a t e d  i n  t h e  d r i l l e d  h o l e  t o  f l u s h  t h e  c u t t i n g s  
f r o m  t h e  h o l e  a s  i t  i s  d r i l l e d .
2 . 5 3  A l t h o u g h  w e l l  b o r e s  a r e  n o r m a l l y  p l a n n e d  t o  b e  d r i l l e d  v e r t i c a l l y ,  i t  i s  
s o m e t i m e s  n e c e s s a r y  o r  a d v a n t a g e o u s  t o  d r i l l  a t  a n  a n g l e ,  e s p e c i a l l y  i n  o f f s h o r e  
o p e r a t i o n s .  D i r e c t i o n a l  d r i l l i n g  m a k e s  i t  p o s s i b l e  t o  d r i l l  a  n u m b e r  o f  w e l l s  u s i n g  
t h e  s a m e  r i g  f r o m  t h e  s a m e  s u r f a c e  l o c a t i o n .  D i r e c t i o n a l  d r i l l i n g  h a s  o t h e r  
a p p l i c a t i o n s .  W e l l s  m a y  b e  d r i l l e d  f r o m  t h e  s h o r e l i n e  a n d  d e f l e c t e d  t o  r e a c h  a  
r e s e r v o i r  o f f s h o r e .  I t  i s  a l s o  u s e d ,  a m o n g  o t h e r  t h i n g s ,  f o r  e x p l o r a t o r y  d r i l l i n g  t o  
l o c a t e  t h e  f a u l t  p l a n e  o f  a  s t r u c t u r e .  H o r i z o n t a l  d r i l l i n g  i s  a  t y p e  o f  d i r e c t i o n a l  
d r i l l i n g  u s e d  w h e r e  t h e  d e p a r t u r e  o f  t h e  w e l l b o r e  f r o m  v e r t i c a l  e x c e e d s  a b o u t  
8 0  d e g r e e s .  B e c a u s e  a  h o r i z o n t a l  w e l l  t y p i c a l l y  p e n e t r a t e s  a  g r e a t e r  l e n g t h  o f  
t h e  r e s e r v o i r ,  i t  c a n  o f f e r  s i g n i f i c a n t  p r o d u c t i o n  i m p r o v e m e n t  o v e r  a  v e r t i c a l  
w e l l .
The Drilling Contract
2 . 5 4  O p e r a t o r s  m a y  c a r r y  o u t  d r i l l i n g  a c t i v i t i e s  u s i n g  t h e i r  o w n  r i g s ,  o r  
t h e y  m a y  h i r e  i n d e p e n d e n t  d r i l l i n g  c o n t r a c t o r s  t o  d r i l l  w e l l s .  T h e  t e r m s  o f  
d r i l l i n g  c o n t r a c t s  v a r y  w i d e l y ,  b u t  m o s t  i n v o l v e  f o o t a g e - r a t e  c o n t r a c t s ,  d a y - r a t e  
c o n t r a c t s ,  t u r n k e y  c o n t r a c t s ,  o r  a  c o m b i n a t i o n  o f  t h e  t h r e e .
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2 . 5 5  U n d e r  f o o t a g e - r a t e  c o n t r a c t s ,  t h e  d r i l l i n g  c o n t r a c t o r  i s  p a i d  a  f i x e d  
a m o u n t  p e r  f o o t  d r i l l e d  t o  a  s p e c i f i e d  d e p t h  o r  a  n u m b e r  o f  f e e t  b e l o w  a  g e o l o g i c a l  
f o r m a t i o n .  T h e  d r i l l i n g  c o n t r a c t o r  p r o v i d e s  t h e  r i g ,  t h e  d r i l l i n g  c r e w ,  a n d  c e r t a i n  
m a t e r i a l s  a n d  s u p p l i e s .  T h e  o p e r a t o r  m a y  p r o v i d e  d r i l l i n g  m u d  a n d  n o r m a l l y  
p r o v i d e s  a l l  w e l l  e q u i p m e n t .  I n  a  f o o t a g e - r a t e  c o n t r a c t ,  s o m e  o f  t h e  r i s k  o f  
d r i l l i n g  i s  s h i f t e d  f r o m  t h e  o p e r a t o r  t o  t h e  d r i l l i n g  c o n t r a c t o r .  I f  t h e  r i g  i s  i d l e  
t h r o u g h  n o  f a u l t  o f  t h e  d r i l l e r ,  a  d a i l y  o r  h o u r l y  c h a r g e  g e n e r a l l y  i s  s p e c i f i e d .  I f  
t h e  r i g  c a n  o n l y  d r i l l  a  f e w  f e e t  p e r  d a y  b e c a u s e  o f  h a r d  r o c k  o r  o t h e r  p r o b l e m s ,  
t h e  d r i l l i n g  c o n t r a c t o r  b e a r s  t h e  e c o n o m i c  a d v e r s i t y .
2 . 5 6  U n d e r  d a y - r a t e  c o n t r a c t s ,  t h e  o p e r a t o r  i s  c h a r g e d  a  s p e c i f i e d  s u m  p e r  
d a y  f o r  t h e  u s e  o f  a  d r i l l i n g  r i g  a n d  d r i l l i n g  c r e w ,  w h i c h  m a y  v a r y  d e p e n d i n g  o n  
w h e t h e r  t h e  r i g  i s  d r i l l i n g  o r  i d l e ,  t h e  e x t e n t  o f  e q u i p m e n t  f u r n i s h e d ,  o r  o t h e r  
f a c t o r s .  T h e  c o s t  o f  a  w e l l  b o r e  h o l e  i s  a  f u n c t i o n  o f  t h e  s p e e d  o f  t h e  r i g ,  t h e  
d e p t h  t o  b e  d r i l l e d ,  t h e  g e o l o g i c a l  f o r m a t i o n  e n c o u n t e r e d ,  a n d  o t h e r  d r i l l i n g  
f a c t o r s .  T y p i c a l l y ,  u n d e r  d a y - r a t e  c o n t r a c t s ,  t h e  d r i l l i n g  c o n t r a c t o r  f u r n i s h e s  
t h e  r i g  a n d  c r e w ,  b u t  t h e  o p e r a t o r  p r o v i d e s  s u p p l i e s ,  m u d ,  a n d  s e r v i c e s .
2 . 5 7  U n d e r  a  t u r n k e y  c o n t r a c t ,  t h e  c o n t r a c t o r  g u a r a n t e e s  t o  t h e  o p e r a t o r  
a  h o l e  d r i l l e d  t o  a  s p e c i f i e d  d e p t h .  T h e  d r i l l i n g  c o n t r a c t o r  b e a r s  m o s t  o f  t h e  r i s k  
o f  a d v e r s i t y  a s s o c i a t e d  w i t h  d r i l l i n g  c o s t s .  T u r n k e y  c o n t r a c t s  u s u a l l y  s p e c i f y  
c o m p l e t i n g  a  w e l l  t o  a  c e r t a i n  p o i n t — s u c h  a s  t o  c a s i n g  p o i n t ,  t o  c o m p l e t i o n ,  t o  
t a n k s ,  o r  t h e  l i k e .  T h e  d r i l l i n g  c o n t r a c t  s p e c i f i e s  t h e  p o i n t  o r  p o i n t s  a t  w h i c h  
p a y m e n t  i s  t o  b e  m a d e  b y  t h e  o p e r a t o r .
2 . 5 8  F r e q u e n t l y ,  a n  o p e r a t o r  w i l l  a s s i g n  a n  e c o n o m i c  i n t e r e s t  i n  t h e  l e a s e ­
h o l d  t o  a n o t h e r  p a r t y  i n  r e t u r n  f o r  t h e  l a t t e r ' s  a s s u m p t i o n  o f  t h e  c o s t  o f  d r i l l i n g  a  
w e l l .  T h e s e  d r i l l i n g  a r r a n g e m e n t s  a r e  d i s c u s s e d  u n d e r  " C o n v e y a n c e s ”  i n  p a r a ­
g r a p h s  2 . 1 3 6  t h r o u g h  2 . 1 4 7 .
Completing or Plugging and Abandoning the Well
2 . 5 9  O n c e  t h e  w e l l  h a s  b e e n  d r i l l e d  t o  t o t a l  d e p t h ,  t h e  o p e r a t o r  e v a l u a t e s  
t h e  e v i d e n c e  t o  d e t e r m i n e  w h e t h e r  t h e  c o s t s  o f  c o m p l e t i o n  c a n  b e  j u s t i f i e d .  T h i s  
i s  o f t e n  r e f e r r e d  t o  a s  " c a s i n g  p o i n t . "  C o m p l e t i o n  o f  t h e  w e l l  d o e s  n o t  n e c e s s a r i l y  
m e a n  t h e  w e l l  w i l l  b e  p r o f i t a b l e .  G e n e r a l l y ,  t h e  w e l l  w i l l  b e  c o m p l e t e d  i f  t h e  
e x p e c t e d  r e v e n u e s  e x c e e d  t h e  i n c r e m e n t a l  c o m p l e t i o n  c o s t s  a n d  t h e  e x p e c t e d  
o p e r a t i n g  e x p e n s e s .  T h e r e f o r e ,  e v e n  t h o u g h  t o t a l  c o s t s ,  i n c l u d i n g  d r i l l i n g  c o s t s ,  
m a y  n o t  b e  r e c o v e r e d ,  c o m p l e t i o n  m a y  b e  e c o n o m i c a l l y  j u s t i f i e d .  I t  i s  c o m m o n  
i n  t h e  i n d u s t r y — p a r t i c u l a r l y  i n  p r o m o t e d  v e n t u r e s — f o r  c o s t s  t o  b e  s h a r e d  i n  
d i f f e r e n t  p e r c e n t a g e s  d e p e n d i n g  o n  w h e t h e r  t h e y  a r e  i n c u r r e d  b e f o r e  c a s i n g  
p o i n t  o r  a f t e r  c a s i n g  p o i n t .  T h e  d e t e r m i n a t i o n  o f  t h i s  c u t - o f f  p o i n t  c a n  b e  v e r y  
i m p o r t a n t  i n  t h e  a l l o c a t i o n .
2 . 6 0  I n  c o m p l e t i n g  t h e  w e l l ,  c a s i n g  i s  s e t  a n d  c e m e n t e d  i n t o  t h e  h o l e ,  w h i c h  
s e a l s  o f f  t h e  p r o d u c i n g  f o r m a t i o n .  T h e  m o s t  w i d e l y  u s e d  m e t h o d  o f  c o m p l e t i o n  
i s  t o  p e r f o r a t e  t h e  c a s i n g  w i t h  e x p l o s i v e  c h a r g e s  t h a t  p u n c t u r e  t h r o u g h  t h e  
c a s i n g  a n d  c e m e n t  i n t o  t h e  f o r m a t i o n  s o  t h e  o i l  a n d  g a s  c a n  e n t e r  t h e  w e l l  
b o r e .  D e p e n d i n g  o n  t h e  p e r m e a b i l i t y  o f  t h e  f o r m a t i o n ,  i t  m a y  a l s o  b e  n e c e s s a r y  
t o  f r a c t u r e  o r  a c i d i z e  t h e  f o r m a t i o n  t o  o b t a i n  t h e  d e s i r e d  f l o w  o f  o i l  a n d  g a s .  
T h e s e  a r e  s p e c i a l i z e d  s e r v i c e s ,  g e n e r a l l y  p e r f o r m e d  b y  i n d e p e n d e n t  w e l l  s e r v i c e  
c o m p a n i e s .
2 . 6 1  C o m p l e t i o n  o f  t h e  w e l l  a l s o  i n v o l v e s  t h e  i n s t a l l a t i o n  o f  e q u i p m e n t .  
T h e  s p e c i f i c  e q u i p m e n t  r e q u i r e d  w i l l  d e p e n d  o n  t h e  n a t u r e  o f  t h e  w e l l ,  w h e t h e r  
o i l  o r  g a s  o r  b o t h  a r e  p r o d u c e d ,  t h e  a v a i l a b i l i t y  o f  p i p e l i n e s ,  a n d  o t h e r  f a c t o r s .




2 . 6 2  N o r m a l l y ,  a  s i n g l e  w e l l  i s  n o t  s u f f i c i e n t  t o  c o m p l e t e  t h e  d e v e l o p m e n t  o f  
a  r e s e r v o i r .  A d d i t i o n a l  w e l l s  u s u a l l y  i n c r e a s e  t h e  u l t i m a t e  q u a n t i t y  o f  o i l  o r  g a s  
t o  b e  e x t r a c t e d  f r o m  t h e  r e s e r v o i r .  T h e y  a l s o  a f f e c t  t h e  t i m i n g  o f  t h e  e x t r a c t i o n  
a n d  t h u s  t h e  p r e s e n t  v a l u e  o f  t h e  i n c o m e  s t r e a m .  W h i l e  t h e  p r e s e n c e  o f  a n  o i l  
a n d  g a s  r e s e r v o i r  w a s  e s t a b l i s h e d  t h r o u g h  t h e  d r i l l i n g  o f  t h e  d i s c o v e r y  w e l l ,  t h e  
p r o p e r t y  m a y  o r  m a y  n o t  h a v e  s u f f i c i e n t  p o t e n t i a l  r e s e r v e s  t o  w a r r a n t  t h e  f u r ­
t h e r  e x p e n d i t u r e s  r e q u i r e d  f o r  t h e  c o m p l e t e  d e v e l o p m e n t .  C o r e  s a m p l e s ,  a l o n g  
w i t h  p r e s s u r e  t e s t s ,  f l o w  t e s t s  a n d  r a t e s ,  f l u i d  a n a l y s e s ,  a n d  o t h e r  g e o l o g i c a l  
d a t a ,  a r e  u s e d  i n  d e c i d i n g  w h e t h e r  t o  c o n t i n u e  w i t h  d e v e l o p m e n t .  A s s u m i n g  
t h a t  a  s u c c e s s f u l  d i s c o v e r y  w e l l  h a s  b e e n  d r i l l e d ,  d r i l l i n g  a n d  d e v e l o p m e n t  w i l l  
c o n t i n u e  u n t i l  t h e  b o u n d a r i e s  o f  t h e  r e s e r v o i r  a r e  d e l i n e a t e d .
The Regulatory Environment
2 . 6 3  V a r i o u s  s t a t e  a g e n c i e s  i s s u e  r e g u l a t i o n s  c o n c e r n i n g  w e l l  s p a c i n g  l i m ­
i t a t i o n s ,  r u l e s  r e g a r d i n g  u n i t i z a t i o n  o f  r e s e r v o i r s ,  a n d  a l l o w a b l e  m a x i m u m  p r o ­
d u c t i o n  l i m i t s .  N o r m a l l y ,  t h e  o p e r a t o r  m u s t  o b t a i n  p e r m i t s  b e f o r e  e x p l o r a t i o n  
o r  d r i l l i n g  c o m m e n c e s .  R e p o r t s  o n  w e l l  d e p t h s  a n d  r e s u l t s  o f  d r i l l i n g  a c t i v i t i e s  
m u s t  b e  f i l e d  w i t h  t h e  a p p l i c a b l e  a g e n c y .  F o r  e x a m p l e ,  i f  a  w e l l  i s  d e t e r m i n e d  t o  
b e  d r y  o r  c o m m e r c i a l l y  u n p r o d u c t i v e ,  a  p l u g g i n g  r e p o r t  i s  f i l e d  w i t h  t h e  s t a t e  
a g e n c y .  I f  a  w e l l  i s  c o m p l e t e d ,  v a r i o u s  t y p e s  o f  i n f o r m a t i o n ,  i n c l u d i n g  p r o d u c ­
t i o n ,  m u s t  b e  f i l e d  o n  a  r e g u l a r  b a s i s  w i t h  t h e  a p p r o p r i a t e  s t a t e  a n d  f e d e r a l  
a g e n c i e s ,  i n c l u d i n g  t h e  D e p a r t m e n t  o f  E n e r g y  ( D O E ) ,  t h e  F e d e r a l  E n e r g y  R e g ­
u l a t o r y  C o m m i s s i o n  ( F E R C ) ,  a n d  t h e  M i n e r a l s  M a n a g e m e n t  S e r v i c e .
Accounting for Drilling and Development Costs
2 . 6 4  S u c c e s s f u l  E f f o r t s .  U n d e r  t h e  s u c c e s s f u l  e f f o r t s  m e t h o d ,  a l l  c o s t s  i n ­
c u r r e d  w h i l e  d r i l l i n g  a n  e x p l o r a t o r y  w e l l  a r e  c a p i t a l i z e d  p e n d i n g  d e t e r m i n a t i o n  
o f  w h e t h e r  t h e  w e l l  h a s  f o u n d  p r o v e d  r e s e r v e s .  I f  t h e  w e l l  h a s  n o t  f o u n d  p r o v e d  
r e s e r v e s ,  t h e  c a p i t a l i z e d  c o s t s  o f  d r i l l i n g  t h e  w e l l ,  n e t  o f  a n y  s a l v a g e  v a l u e ,  a r e  
c h a r g e d  t o  e x p e n s e .† I f  a n  e x p l o r a t o r y  w e l l  o r  e x p l o r a t o r y - t y p e  s t r a t i g r a p h i c  
t e s t  w e l l  i s  i n  p r o g r e s s  a t  t h e  e n d  o f  a  p e r i o d  a n d  t h e  w e l l  i s  d e t e r m i n e d  n o t  
t o  h a v e  f o u n d  p r o v e d  r e s e r v e s  b e f o r e  t h e  f i n a n c i a l  s t a t e m e n t s  f o r  t h a t  p e r i o d  
a r e  i s s u e d ,  t h e  c o s t s  i n c u r r e d  t h r o u g h  t h e  e n d  o f  t h e  p e r i o d ,  n e t  o f  a n y  s a l v a g e  
v a l u e ,  a r e  c h a r g e d  t o  e x p e n s e  f o r  t h a t  p e r i o d  ( F A S B  I n t e r p r e t a t i o n  N o .  3 6 ,  
A c c o u n t i n g  f o r  E x p l o r a t o r y  W e l l s  i n  P r o g r e s s  a t  t h e  E n d  o f  a  P e r i o d ) .
2 . 6 5  A l l  d r i l l i n g  a n d  c o m p l e t i o n  c o s t s  t h a t  d i r e c t l y  l e a d  t o  t h e  e x t r a c t i o n  
a n d  p r o d u c t i o n  o f  o i l  a n d  g a s  r e s e r v e s  a n d  a l l  d e v e l o p m e n t  d r y  h o l e s  a r e  c a p i t a l ­
i z e d .  C a p i t a l i z e d  c o s t s  a r e  a c c u m u l a t e d  b y  c o s t  c e n t e r s ,  w h i c h  p r o v i d e  a  m e a n s  
w h e r e b y  c o s t s  c a n  b e  c o l l e c t e d  a n d  a m o r t i z e d  a g a i n s t  t h e  r e v e n u e s  t h e r e f r o m .  
F o r  a m o r t i z a t i o n  p u r p o s e s ,  t h e  c o s t  c e n t e r  i s  t h e  i n d i v i d u a l  p r o p e r t y  o r  a n  a g ­
g r e g a t i o n  o f  p r o p e r t i e s  i n  t h e  s a m e  f i e l d  o r  r e s e r v o i r .
2 . 6 6  B e c a u s e  d e v e l o p m e n t  d r y  h o l e s  a r e  c a p i t a l i z e d  a n d  e x p l o r a t o r y  d r y  
h o l e s  a r e  e x p e n s e d ,  t h e  d i s t i n c t i o n  b e t w e e n  t h e m  i s  e x t r e m e l y  i m p o r t a n t  a n d  
s h o u l d  b e  m a d e  b y  t h e  c o m p a n y  p r i o r  t o  d r i l l i n g .  *
Business Activities of the Oil and Gas Producing Industry
† O n  A p r i l  4 ,  2 0 0 5 ,  t h e  F A S B  i s s u e d  a  B o a r d  d i r e c t e d  F A S B  S t a f f  P o s i t i o n  F A S  1 9 - 1 ,  A c c o u n t i n g  
f o r  S u s p e n d e d  W e l l  C o s t s ,  w h i c h  p r o v i d e s  g u i d a n c e  o n  t h e  a c c o u n t i n g  a n d  d i s c l o s u r e  f o r  e x p l o r a t o r y  
w e l l  c o s t s  a n d  a m e n d  p a r a g r a p h s  3 1 - 3 4  o f  F A S B  S t a t e m e n t  N o .  1 9 .  T h e  g u i d a n c e  i n  t h e  F S P  a p p l i e s  t o  
e n t i t i e s  t h a t  u s e  t h e  s u c c e s s f u l  e f f o r t s  m e t h o d  o f  a c c o u n t i n g .  T h e  F S P  i s  e f f e c t i v e  f o r  t h e  f i r s t  r e p o r t i n g  
p e r i o d  b e g i n n i n g  a f t e r  A p r i l  4 ,  2 0 0 5 .  T h e  g u i d a n c e  s h o u l d  b e  a p p l i e d  p r o s p e c t i v e l y  t o  e x i s t i n g  a n d  
n e w l y  c a p i t a l i z e d  e x p l o r a t o r y  w e l l  c o s t s .  R e a d e r s  s h o u l d  r e f e r  t o  t h e  e n t i r e  F S P  a t  w w w . f a s b . o r g  f o r  
a d d i t i o n a l  g u i d a n c e .
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2 . 6 7  F u l l  C o s t .  A  c o m p a n y  t h a t  e m p l o y s  t h e  f u l l  c o s t  m e t h o d  o f  a c c o u n t ­
i n g  c a p i t a l i z e s  a l l  c o s t s  a s s o c i a t e d  w i t h  t h e  d r i l l i n g  a n d  c o m p l e t i o n  o f  a  w e l l ,  
r e g a r d l e s s  o f  w h e t h e r  o r  n o t  i t  r e s u l t s  i n  t h e  d i s c o v e r y  o f  o i l  a n d  g a s  r e s e r v e s .
2 . 6 8  I n t e r e s t  C a p i t a l i z a t i o n .  I n t e r e s t  c a p i t a l i z a t i o n  m a y  b e  a c c o u n t e d  f o r  
q u i t e  d i f f e r e n t l y  u n d e r  t h e  f u l l  c o s t  a n d  s u c c e s s f u l  e f f o r t s  m e t h o d s .  A  s i g n i f i c a n t  
d i f f e r e n c e  m a y  o c c u r  b e t w e e n  t h e s e  t w o  m e t h o d s  w h e n  a  c o m p a n y  f o l l o w i n g  t h e  
f u l l  c o s t  m e t h o d  d o e s  n o t  e l e c t  t o  e x c l u d e  c o s t s  o f  u n e v a l u a t e d  p r o p e r t i e s  f r o m  
c o s t s  t o  b e  a m o r t i z e d .
2 . 6 9  F A S B  I n t e r p r e t a t i o n  N o .  3 3 , A p p l y i n g  F A S B  S t a t e m e n t  N o .  3 4  t o  O i l  
a n d  G a s  P r o d u c i n g  O p e r a t i o n s  A c c o u n t e d  f o r  b y  t h e  F u l l  C o s t  M e t h o d ,  s t a t e s  
t h a t  a s s e t s  w h o s e  c o s t s  a r e  b e i n g  c u r r e n t l y  d e p r e c i a t e d ,  d e p l e t e d ,  o r  a m o r t i z e d  
a r e  a s s e t s  i n  u s e  i n  t h e  e a r n i n g s  a c t i v i t i e s  o f  t h e  e n t e r p r i s e  a n d  a r e  n o t  a s s e t s  
q u a l i f y i n g  f o r  c a p i t a l i z a t i o n  o f  i n t e r e s t .
2 . 7 0  U n d e r  t h e  s u c c e s s f u l  e f f o r t s  m e t h o d ,  c a p i t a l i z e d  c o s t s  o f  e a c h  p r o p ­
e r t y  r e p r e s e n t  t h e  c o m p a n y ’s  a s s e t s .  W h e n  a  p r o p e r t y  i s  r e a d y  f o r  p r o d u c t i o n  
t o  c o m m e n c e ,  t h e  c a p i t a l i z e d  c o s t s  o f  t h a t  p r o p e r t y  a r e  c o n s i d e r e d  " i n  t h e  e a r n ­
i n g s  a c t i v i t i e s  o f  t h e  e n t e r p r i s e , "  a n d  a r e  n o  l o n g e r  q u a l i f y i n g  a s s e t s .  C o s t s  
o f  s u c c e s s f u l  a n d  u n s u c c e s s f u l  e x p l o r a t o r y  e f f o r t s ,  i n c l u d i n g  r e l a t e d  l e a s e h o l d  
c o s t s ,  i n c u r r e d  o n  a  p r o p e r t y  a r e  q u a l i f y i n g  a s s e t s  u n t i l  t h e  p r o p e r t y  i s  r e a d y  
f o r  p r o d u c t i o n  t o  c o m m e n c e .
2 . 7 1  U n d e r  b o t h  m e t h o d s ,  c a p i t a l i z e d  i n t e r e s t  i s  a t t a c h e d  t o  t h e  q u a l i f y i n g  
c o s t s  o n  w h i c h  t h e  i n t e r e s t  w a s  c o m p u t e d  a n d  a m o r t i z e d  i n  t h e  s a m e  m a n n e r  
a s  t h o s e  c o s t s .
Oil and Gas Reserves
2 . 7 2  T h e  d i s c o v e r y  o f  o i l  a n d  g a s  r e s e r v e s  i s  t h e  p r i m a r y  o b j e c t i v e  o f  e x p l o ­
r a t i o n  a n d  d e v e l o p m e n t  a c t i v i t i e s .  I n  o r d e r  t o  a s s u r e  i t s  l o n g - t e r m  e x i s t e n c e ,  a n  
o i l  a n d  g a s  p r o d u c i n g  c o m p a n y  m u s t  c o n t i n u e  t o  r e p l a c e  t h e  r e s e r v e s  p r o d u c e d  
w i t h  n e w l y  d i s c o v e r e d  r e s e r v e s .
2 . 7 3  R e s e r v e  d e t e r m i n a t i o n s  h a v e  a  s i g n i f i c a n t  e f f e c t  o n  a  c o m p a n y ' s  r e ­
s u l t s  o f  o p e r a t i o n s  a n d  f i n a n c i a l  p o s i t i o n .  F o r  a  c o m p a n y  f o l l o w i n g  t h e  s u c c e s s ­
f u l  e f f o r t s  m e t h o d  o f  a c c o u n t i n g ,  e x p l o r a t o r y  w e l l s  d i s c o v e r i n g  p r o v e d  o i l  a n d  
g a s  r e s e r v e s  w i l l  b e  c a p i t a l i z e d  i n s t e a d  o f  b e i n g  e x p e n s e d .  A d d i t i o n a l l y ,  f o r  b o t h  
t h e  s u c c e s s f u l  e f f o r t s  a n d  f u l l  c o s t  m e t h o d s  o f  a c c o u n t i n g ,  a m o r t i z a t i o n  o f  c a p i ­
t a l i z e d  c o s t s  i s  c o m p u t e d  b y  m e a n s  o f  t h e  u n i t - o f - p r o d u c t i o n  m e t h o d ,  b a s e d  o n  
p r o v e d  r e s e r v e s .  F u r t h e r ,  u n d e r  t h e  f u l l  c o s t  m e t h o d ,  t h e r e  i s  a  l i m i t a t i o n  o n  
c a p i t a l i z e d  c o s t s  i n  e a c h  c o s t  c e n t e r  b a s e d  p r i m a r i l y  o n  a  c a l c u l a t i o n  o f  f u t u r e  
n e t  r e v e n u e s  f r o m  e s t i m a t e d  p r o d u c t i o n  o f  p r o v e d  o i l  a n d  g a s  r e s e r v e s .  S e e  
" F u l l  C o s t  C e i l i n g "  i n  p a r a g r a p h  2 . 1 1 9 .
2 . 7 4  R e s e r v e s  a r e  c l a s s i f i e d  a s  e i t h e r  p r o v e d  o r  p o t e n t i a l  ( p o t e n t i a l  r e ­
s e r v e s  c a n  b e  f u r t h e r  c a t e g o r i z e d  a s  p r o b a b l e  a n d  p o s s i b l e ) .  O n l y  p r o v e d  r e ­
s e r v e s  a r e  u s e d  f o r  a c c o u n t i n g  p u r p o s e s .
Proved Reserves
2 . 7 5  P r o v e d  o i l  a n d  g a s  r e s e r v e s  ( a s  d e f i n e d  b y  t h e  F A S B  a n d  t h e  S E C )  
a r e  t h e  e s t i m a t e d  q u a n t i t i e s  o f  c r u d e  o i l ,  n a t u r a l  g a s ,  a n d  n a t u r a l  g a s  l i q u i d s  
t h a t  g e o l o g i c a l  a n d  e n g i n e e r i n g  d a t a  d e m o n s t r a t e  w i t h  r e a s o n a b l e  c e r t a i n t y
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t o  b e  r e c o v e r a b l e  i n  f u t u r e  y e a r s  f r o m  k n o w n  r e s e r v o i r s  u n d e r  e x i s t i n g  e c o ­
n o m i c  a n d  o p e r a t i n g  c o n d i t i o n s  ( p r i c e s  a n d  c o s t s  a s  o f  t h e  d a t e  t h e  e s t i m a t e  i s  
m a d e ) .  P r i c e s  i n c l u d e  c o n s i d e r a t i o n  o f  f i x e d  a n d  d e t e r m i n a b l e  c h a n g e s  i n  e x i s t ­
i n g  p r i c e s  p r o v i d e d  o n l y  b y  c o n t r a c t u a l  a r r a n g e m e n t s ,  b u t  n o t  o n  e s c a l a t i o n s  
b a s e d  o n  f u t u r e  c o n d i t i o n s .
2 . 7 6  R e s e r v o i r s  a r e  c o n s i d e r e d  p r o v e d  i f  e c o n o m i c  p r o d u c i b i l i t y  i s  s u p ­
p o r t e d  b y  e i t h e r  a c t u a l  p r o d u c t i o n  o r  a  c o n c l u s i v e  f o r m a t i o n  t e s t .  T h e  a r e a  o f  a  
r e s e r v o i r  c o n s i d e r e d  p r o v e d  i n c l u d e s  ( 1 )  t h a t  p o r t i o n  d e l i n e a t e d  b y  d r i l l i n g  a n d  
d e f i n e d  b y  g a s - o i l  o r  o i l - w a t e r  c o n t a c t s  o r  b o t h ,  i f  a n y ,  a n d  ( 2 )  t h e  i m m e d i a t e l y  
a d j o i n i n g  p o r t i o n s  n o t  y e t  d r i l l e d ,  b u t  w h i c h  c a n  b e  r e a s o n a b l y  j u d g e d  a s  e c o ­
n o m i c a l l y  p r o d u c t i v e  o n  t h e  b a s i s  o f  a v a i l a b l e  g e o l o g i c a l  a n d  e n g i n e e r i n g  d a t a .  
I n  t h e  a b s e n c e  o f  i n f o r m a t i o n  o n  f l u i d  c o n t a c t s ,  t h e  l o w e s t  k n o w n  s t r u c t u r a l  
o c c u r r e n c e  o f  h y d r o c a r b o n s  c o n t r o l s  t h e  l o w e r  p r o v e d  l i m i t  o f  t h e  r e s e r v o i r .
2 . 7 7  R e s e r v e s  t h a t  c a n  b e  p r o d u c e d  e c o n o m i c a l l y  t h r o u g h  a p p l i c a t i o n  o f  
i m p r o v e d  r e c o v e r y  t e c h n i q u e s  ( s u c h  a s  f l u i d  i n j e c t i o n )  a r e  i n c l u d e d  i n  t h e  p r o v e d  
c l a s s i f i c a t i o n  w h e n  s u c c e s s f u l  t e s t i n g  b y  a  p i l o t  p r o j e c t ,  o r  t h e  o p e r a t i o n  o f  a n  
i n s t a l l e d  p r o g r a m  i n  t h e  r e s e r v o i r ,  p r o v i d e  s u p p o r t  f o r  t h e  e n g i n e e r i n g  a n a l y s i s  
o n  w h i c h  t h e  p r o j e c t  o r  p r o g r a m  w a s  b a s e d .
2 . 7 8  P r o v e d  D e v e l o p e d  R e s e r v e s .  P r o v e d  d e v e l o p e d  o i l  a n d  g a s  r e s e r v e s  a r e  
r e s e r v e s  t h a t  c a n  b e  e x p e c t e d  t o  b e  r e c o v e r e d  t h r o u g h  e x i s t i n g  w e l l s  w i t h  e x ­
i s t i n g  e q u i p m e n t  a n d  o p e r a t i n g  m e t h o d s .  A d d i t i o n a l  o i l  a n d  g a s  e x p e c t e d  t o  b e  
o b t a i n e d  t h r o u g h  t h e  a p p l i c a t i o n  o f  f l u i d  i n j e c t i o n  o r  o t h e r  i m p r o v e d  r e c o v e r y  
t e c h n i q u e s  f o r  s u p p l e m e n t i n g  t h e  n a t u r a l  f o r c e s  a n d  m e c h a n i s m s  o f  p r i m a r y  
r e c o v e r y  s h o u l d  b e  i n c l u d e d  a s  p r o v e d  d e v e l o p e d  r e s e r v e s  o n l y  a f t e r  t e s t i n g  b y  
a  p i l o t  p r o j e c t  o r  a f t e r  t h e  o p e r a t i o n  o f  a n  i n s t a l l e d  p r o g r a m  h a s  c o n f i r m e d ,  
t h r o u g h  p r o d u c t i o n  r e s p o n s e ,  t h a t  i n c r e a s e d  r e c o v e r y  w i l l  b e  a c h i e v e d .
2 . 7 9  P r o v e d  U n d e v e l o p e d  R e s e r v e s .  P r o v e d  u n d e v e l o p e d  o i l  a n d  g a s  r e ­
s e r v e s  a r e  p r o v e d  r e s e r v e s  t h a t  a r e  e x p e c t e d  t o  b e  r e c o v e r e d  f r o m  n e w  w e l l s  o n  
u n d r i l l e d  a c r e a g e  o r  f r o m  e x i s t i n g  w e l l s  w h e r e  a  r e l a t i v e l y  m a j o r  e x p e n d i t u r e  
i s  r e q u i r e d  f o r  r e c o m p l e t i o n .  R e s e r v e s  o n  u n d r i l l e d  a c r e a g e  a r e  l i m i t e d  t o  t h o s e  
d r i l l i n g  u n i t s  t h a t  o f f s e t  p r o d u c t i v e  u n i t s  a n d  t h a t  a r e  r e a s o n a b l y  c e r t a i n  o f  p r o ­
d u c t i o n  w h e n  d r i l l e d .  P r o v e d  r e s e r v e s  f o r  o t h e r  u n d r i l l e d  u n i t s  c a n  b e  c l a i m e d  
o n l y  w h e r e  i t  c a n  b e  d e m o n s t r a t e d  w i t h  c e r t a i n t y  t h a t  t h e r e  i s  c o n t i n u i t y  o f  p r o ­
d u c t i o n  f r o m  t h e  e x i s t i n g  p r o d u c t i v e  f o r m a t i o n .  U n d e r  n o  c i r c u m s t a n c e s  s h o u l d  
e s t i m a t e s  f o r  p r o v e d  u n d e v e l o p e d  r e s e r v e s  b e  a t t r i b u t a b l e  t o  a n y  a c r e a g e  f o r  
w h i c h  a n  a p p l i c a t i o n  o f  f l u i d  i n j e c t i o n  o r  o t h e r  i m p r o v e d  r e c o v e r y  t e c h n i q u e  
i s  c o n t e m p l a t e d ,  u n l e s s  s u c h  t e c h n i q u e s  h a v e  b e e n  p r o v e d  e f f e c t i v e  b y  a c t u a l  
t e s t s  i n  t h e  a r e a  a n d  i n  t h e  s a m e  r e s e r v o i r .
2 . 8 0  S u b d i v i s i o n s .  A l t h o u g h  v a r i a t i o n s  i n  t e r m i n o l o g y  o c c u r  d e p e n d i n g  o n  
t h e  e n g i n e e r  r e s p o n s i b l e  f o r  t h e  s t u d y ,  i t  i s  q u i t e  c o m m o n  t o  f i n d  r e s e r v e  c l a s ­
s i f i c a t i o n s  f u r t h e r  d i v i d e d  a s  f o l l o w s :  •
•  P r o d u c i n g  r e s e r v e s — T h o s e  r e s e r v e s  e s t i m a t e d  t o  b e  r e c o v e r a b l e  f r o m  
z o n e s  c u r r e n t l y  o p e n  a n d  p r o d u c i n g .
•  S h u t - i n  r e s e r v e s — T h o s e  r e s e r v e s  e s t i m a t e d  t o  b e  r e c o v e r e d  f r o m  z o n e s  
i n  w h i c h  c o m p l e t i o n s  h a v e  b e e n  m a d e  i n  w e l l s  r e a d y  t o  p r o d u c e  a n d  
a w a i t i n g  c o n n e c t i o n  t o  d e l i v e r y  f a c i l i t i e s .
•  B e h i n d - p i p e  r e s e r v e s — T h o s e  r e s e r v e s  b e h i n d  c a s i n g  i n  p r o d u c i n g  
w e l l s .




2 . 8 1  P r o v e d  r e s e r v e s  h a v e  i n d u s t r y  a n d  r e g u l a t o r y  d e f i n i t i o n s ,  b u t  t h e r e  
a r e  n o  s u c h  s t a n d a r d s  f o r  p o t e n t i a l  r e s e r v e s ,  w h i c h  a r e  o f t e n  r e f e r r e d  t o  a s  
p r o b a b l e  a n d  p o s s i b l e .  T h e s e  r e s e r v e  c l a s s i f i c a t i o n s  a r e  n o t  s u b j e c t  t o  S E C  d i s ­
c l o s u r e .  H o w e v e r ,  s i n c e  p o t e n t i a l  r e s e r v e s  a r e  c o m m o n l y  u s e d  t e r m s  i n  t h e  
i n d u s t r y ,  t h e s e  d e f i n i t i o n s  a r e  o f f e r e d  a s  e x a m p l e s .
2 . 8 2  P r o b a b l e  R e s e r v e s .  P r o b a b l e  r e s e r v e s  a r e  t h o s e  t h a t  a r e  s u p p o r t e d  b y  
f a v o r a b l e  e n g i n e e r i n g  a n d  g e o l o g i c a l  d a t a  b u t  a r e  s u b j e c t  t o  s o m e  e l e m e n t  o f  
r i s k ,  w h i c h  p r e v e n t s  c l a s s i f i c a t i o n  a s  p r o v e d  r e s e r v e s .
2 . 8 3  P o s s i b l e  R e s e r v e s .  P o s s i b l e  r e s e r v e s  i n c l u d e  s p e c u l a t i v e  r e s e r v e s  
w h e r e  r i s k  i s  r e l a t i v e l y  h i g h .  U s u a l l y ,  r e s e r v e s  t o  b e  i n c l u d e d  a s  p o s s i b l e  a r e  
t h o s e  t h a t  d e p e n d  o n  s o m e  f a v o r a b l e  d e v e l o p m e n t  o r  e v e n t  ( s u c h  a s  c r e a t i o n  
o f  a  u n i t  t o  c o n d u c t  f l u i d - i n j e c t i o n  o p e r a t i o n s  o r  r e m e d i a l  w o r k  t o  c o r r e c t  a  
m e c h a n i c a l  d e f e c t )  t h a t  i s  n o t  p r e d i c t a b l e  w i t h  s u f f i c i e n t  a c c u r a c y .
Definitional Problems
2 . 8 4  A s  i n d i c a t e d  b y  t h e  f o r e g o i n g  d e f i n i t i o n s ,  t h e  c l a s s i f i c a t i o n  o f  r e s e r v e s  
i s  h i g h l y  c o m p l e x .  A l t h o u g h  t h e  d e f i n i t i o n  o f  p r o v e d  r e s e r v e s  c i t e d  i s  f r o m  S E C  
r e g u l a t i o n s ,  i t  w a s  d e r i v e d  d i r e c t l y  f r o m  s i m i l a r  d e f i n i t i o n s  d e v e l o p e d  b y  t h e  
S o c i e t y  o f  P e t r o l e u m  E n g i n e e r s  o f  t h e  A m e r i c a n  I n s t i t u t e  o f  M i n i n g ,  M e t a l l u r g i ­
c a l ,  a n d  P e t r o l e u m  E n g i n e e r s .  T h e  d e f i n i t i o n  o f  p r o b a b l e  a n d  p o s s i b l e  r e s e r v e s  
c a n  v a r y  s i g n i f i c a n t l y  f r o m  o n e  e n g i n e e r  t o  a n o t h e r .
Determination of Reserves
2 . 8 5  R e s e r v e  e s t i m a t e s  a r e  p r e p a r e d  b y  p e r s o n s  s u c h  a s  p e t r o l e u m  r e s e r ­
v o i r  e n g i n e e r s  a n d  g e o l o g i s t s  w i t h  t h e  s p e c i a l i z e d  k n o w l e d g e  a n d  e x p e r i e n c e  
r e q u i r e d  t o  e s t i m a t e  o i l  a n d  g a s  r e s e r v e s .  T h e  e n g i n e e r s  m a y  b e  e i t h e r  e m p l o y ­
e e s  o f  t h e  c o m p a n y  o r  i n d e p e n d e n t  r e s e r v o i r  e n g i n e e r s .  R e s e r v e  s t u d i e s  m a y  
a l s o  b e  p r e p a r e d  u s i n g  v a r i o u s  a s s u m p t i o n s ,  e a c h  f o r  d i f f e r e n t  p u r p o s e s .
2 . 8 6  R e s e r v e  e s t i m a t e s  o r  s t u d i e s  a r e  u s e d  f o r  a  v a r i e t y  o f  p u r p o s e s ,  
i n c l u d i n g —
•  A  b a s i s  f o r  f i n a n c i n g  o r  i n v e s t m e n t  d e c i s i o n s .
•  A  b a s i s  f o r  m a n a g e m e n t ' s  e s t i m a t e s  o f  i n t e r n a l l y  g e n e r a t e d  c a s h  f l o w  
a n d  a s  i n p u t  f o r  b e t t e r  o p e r a t i o n a l  d e c i s i o n s .
•  A  b a s i s  f o r  c o m p u t i n g  t h e  d e p r e c i a t i o n ,  d e p l e t i o n ,  a n d  a m o r t i z a t i o n  
r a t e s  u s e d  i n  t h e  s y s t e m a t i c  a l l o c a t i o n  o f  c a p i t a l i z e d  c o s t s  t o  t h e  p r o ­
d u c t i o n  f u n c t i o n .
•  D i s c l o s u r e  i n f o r m a t i o n  a b o u t  a  p r o d u c i n g  c o m p a n y ' s  r e s o u r c e s ,  w h i c h  
i s  u s e d  i n  f i n a n c i a l  r e p o r t i n g  t o  l e n d e r s ,  i n v e s t o r s ,  a n a l y s t s ,  a n d  t h e  
S E C .
•  A  b a s i s  f o r  d e t e r m i n i n g  c o s t  c e i l i n g  l i m i t a t i o n s .
2 . 8 7  T h e  i n i t i a l  e v a l u a t i o n  o f  a  w e l l  o r  w e l l s  i s  m a d e  t o  d e t e r m i n e  w h e t h e r  
s u f f i c i e n t  r e s e r v e s  h a v e  b e e n  d i s c o v e r e d  t o  j u s t i f y  d e v e l o p i n g  t h e  p r o p e r t y .  T h i s  
e v a l u a t i o n  i s  u s u a l l y  p r e p a r e d  b y  e m p l o y e e s  o f  t h e  c o m p a n y  b a s e d  o n  l o g  a n d  
c o r e  d a t a ,  d r i l l  s t e m  t e s t s ,  a n d  o t h e r  a v a i l a b l e  i n f o r m a t i o n .
2 . 8 8  O i l  a n d  g a s  c o m p a n i e s  s h o u l d  r e v i s e  r e s e r v e  e s t i m a t e s  w h e n e v e r  
t h e r e  i s  a n  i n d i c a t i o n  o f  t h e  n e e d  f o r  r e v i s i o n ,  a t  l e a s t  a n n u a l l y .  T h e  r e s e r v e
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e s t i m a t e s  p r e p a r e d  f o r  t h i s  p u r p o s e  a r e  u s u a l l y  m a d e  a s  o f  t h e  c o m p a n y ' s  y e a r -  
e n d .  I n  m a n y  c a s e s  t h e  e s t i m a t e  i s  p r e p a r e d  b y  i n d e p e n d e n t  r e s e r v o i r  e n g i ­
n e e r s .
2 . 8 9  P r e p a r a t i o n  o f  E s t i m a t e s .  T h e  S o c i e t y  o f  P e t r o l e u m  E n g i n e e r s  h a s  
a d o p t e d  s t a n d a r d s  p e r t a i n i n g  t o  t h e  e s t i m a t i n g  a n d  a u d i t i n g  o f  o i l  a n d  g a s  
r e s e r v e  i n f o r m a t i o n  b y  q u a l i f i e d  e n g i n e e r s  a n d  g e o l o g i s t s . 3  A  g e n e r a l  u n d e r ­
s t a n d i n g  o f  t h e  m e t h o d s  o f ,  a n d  l i m i t a t i o n s  o n ,  e s t i m a t i n g  p r o v e d  r e s e r v e s  m a y  
b e  h e l p f u l  t o  t h e  a u d i t o r .
2 . 9 0  T h e  f o l l o w i n g  i n f o r m a t i o n  m a y  b e  u s e d  t o  d e v e l o p  r e s e r v e  q u a n t i t y  
i n f o r m a t i o n :
•  A r e a  a n d  t h i c k n e s s  o f  t h e  p r o d u c t i v e  z o n e
•  P o r o s i t y  o f  t h e  r e s e r v o i r  r o c k
•  P e r m e a b i l i t y  o f  t h e  r e s e r v o i r  r o c k  t o  f l u i d s
•  O i l ,  g a s ,  a n d  w a t e r  s a t u r a t i o n
•  P h y s i c a l  c h a r a c t e r i s t i c s  o f  o i l  a n d  g a s
•  D e p t h  t o  t h e  p r o d u c i n g  f o r m a t i o n
•  R e s e r v o i r  p r e s s u r e  a n d  t e m p e r a t u r e
•  P r o d u c t i o n  h i s t o r y  o f  t h e  r e s e r v o i r
•  O w n e r s h i p  o f  t h e  o i l  a n d  g a s  p r o p e r t y
2 . 9 1  E s t i m a t e s  o f  t h e  r e s e r v e  q u a n t i t i e s  t h a t  a r e  e c o n o m i c a l l y  r e c o v e r a b l e  
a l s o  i n c l u d e  c o n s i d e r a t i o n  o f  e s t i m a t e d  s e l l i n g  p r i c e s  a s  w e l l  a s  d e v e l o p m e n t  
a n d  p r o d u c t i o n  c o s t s .  T h e  m e t h o d s  u s e d  t o  e s t i m a t e  r e c o v e r a b l e  r e s e r v e s  v a r y  
w i t h  t h e  a m o u n t  a n d  n a t u r e  o f  t h e  a b o v e  i n f o r m a t i o n  t h a t  i s  a v a i l a b l e .  A f t e r  a  
d i s c o v e r y ,  v o l u m e t r i c  c a l c u l a t i o n s  a r e  f r e q u e n t l y  u s e d  t o  e s t i m a t e  t h e  v o l u m e  
o f  o i l  a n d  g a s  i n - p l a c e .  T h e  i n - p l a c e  v o l u m e  i s  t h e n  c o n v e r t e d  i n t o  r e c o v e r a b l e  
r e s e r v e s  b y  u s e  o f  a n  e s t i m a t e d  r e c o v e r y  f a c t o r .  T h i s  f a c t o r  i s  i n i t i a l l y  b a s e d  o n  
e x p e r i e n c e  i n  t h e  a r e a  a n d  t h e  t y p e  o f  r e s e r v o i r  d r i v e .  A s  p r o d u c t i o n  d a t a  b e ­
c o m e  a v a i l a b l e ,  i t  i s  p o s s i b l e  t o  e s t i m a t e  r e s e r v e s  f r o m  r e s e r v o i r  p e r f o r m a n c e  a s  
w e l l  a s  f r o m  v o l u m e t r i c  c a l c u l a t i o n s .  T h e  m e t h o d s  u s e d  f o r  t h e s e  c o m b i n a t i o n -  
t y p e  p r o c e d u r e s  i n c l u d e  m a t e r i a l - b a l a n c e  c a l c u l a t i o n s ,  d e c l i n e  c u r v e s ,  a n d  r a t e  
c u m u l a t i v e  c u r v e s .
2 . 9 2  P r e c i s i o n  o f  E s t i m a t e s .  A c c o r d i n g  t o  t h e  S o c i e t y  o f  P e t r o l e u m  E n g i ­
n e e r s ,  t h e  r e l i a b i l i t y  o f  r e s e r v e  i n f o r m a t i o n  i s  c o n s i d e r a b l y  a f f e c t e d  b y  s e v e r a l  
f a c t o r s .  I n i t i a l l y ,  i t  s h o u l d  b e  n o t e d  t h a t  r e s e r v e  i n f o r m a t i o n  i s  i m p r e c i s e  b e ­
c a u s e  o f  t h e  i n h e r e n t  u n c e r t a i n t i e s  i n ,  a n d  t h e  l i m i t e d  n a t u r e  o f ,  t h e  d a t a  b a s e  
u p o n  w h i c h  t h e  e s t i m a t i n g  o f  r e s e r v e  i n f o r m a t i o n  i s  p r e d i c a t e d .  M o r e o v e r ,  t h e  
m e t h o d s  a n d  d a t a  u s e d  i n  e s t i m a t i n g  r e s e r v e  i n f o r m a t i o n  a r e  n e c e s s a r i l y  o f t e n  
i n d i r e c t  o r  a n a l o g i c a l  i n  c h a r a c t e r  r a t h e r  t h a n  d i r e c t  o r  d e d u c t i v e .  F u r t h e r ­
m o r e ,  t h e  p e r s o n s  e s t i m a t i n g  r e s e r v e  i n f o r m a t i o n  a r e  r e q u i r e d ,  i n  a p p l y i n g  
g e n e r a l l y  a c c e p t e d  p e t r o l e u m  e n g i n e e r i n g  a n d  e v a l u a t i o n  p r i n c i p l e s ,  t o  m a k e  
n u m e r o u s  j u d g m e n t s  b a s e d  s o l e l y  o n  t h e i r  e d u c a t i o n a l  b a c k g r o u n d ,  t h e i r  p r o ­
f e s s i o n a l  t r a i n i n g ,  a n d  t h e i r  p r o f e s s i o n a l  e x p e r i e n c e .  T h e  e x t e n t  a n d  s i g n i f ­
i c a n c e  o f  t h e  j u d g m e n t s  t o  b e  m a d e  a r e ,  i n  t h e m s e l v e s ,  s u f f i c i e n t  t o  r e n d e r  
r e s e r v e  i n f o r m a t i o n  i n h e r e n t l y  i m p r e c i s e .
Business Activities of the Oil and Gas Producing Industry
3  S o c i e t y  o f  P e t r o l e u m  E n g i n e e r s  o f  A m e r i c a n  I n s t i t u t e  o f  M i n i n g  E n g i n e e r s ,  S t a n d a r d s  P e r t a i n ­
i n g  t o  t h e  E s t i m a t i n g  a n d  A u d i t i n g  o f  O i l  a n d  G a s  R e s e r v e  I n f o r m a t i o n  ( D a l l a s :  S o c i e t y  o f  P e t r o l e u m  
E n g i n e e r s  o f  A I M E ,  1 9 8 0 . )  S e e  A p p e n d i x  B .
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2 . 9 3  R e p o r t s .  T h e  r e s e r v e  e s t i m a t i o n  p r o c e s s  c u l m i n a t e s  i n  t h e  p r e p a r a ­
t i o n  o f  a  r e s e r v e  r e p o r t  o r  r e s e r v e  s t u d y .  T h e  c o v e r  l e t t e r  t o  a  r e s e r v e  r e p o r t  
s h o u l d  i n d i c a t e  t h e  l e v e l  o f  r e s p o n s i b i l i t y  a s s u m e d  b y  t h e  e s t i m a t o r .  F o r  e x ­
a m p l e ,  s o m e  r e p o r t s  a r e  b a s e d  s o l e l y  o n  i n f o r m a t i o n  o b t a i n e d  f r o m  t h e  c l i e n t ,  
w i t h o u t  c o r r o b o r a t i o n .  O t h e r s  a r e  p r e p a r e d  b a s e d  o n  a n  i n d e p e n d e n t  r e v i e w  o f  
r e l e v a n t  d a t a .  T h e  d e g r e e  o f  r e s p o n s i b i l i t y  a s s u m e d  b y  t h e  e s t i m a t o r  m a y  a f f e c t  
t h e  e x t e n t  t o  w h i c h  t h e  a u d i t o r  c a n  r e l y  o n  t h e  r e p o r t .  G e n e r a l l y ,  t h e  s t u d y  w i l l  
c o n t a i n  a  p a g e  f o r  e a c h  r e s e r v e  c l a s s i f i c a t i o n  o f  e a c h  w e l l .  S u m m a r y  p a g e s  a r e  
i n c l u d e d  f o r  e a c h  r e s e r v e  c l a s s i f i c a t i o n  o f  e a c h  l e a s e  o r  f i e l d ,  a n d  t h e r e  u s u a l l y  
i s  a  s u m m a r y  p a g e  f o r  t h e  c o m p a n y  t o t a l  b y  e a c h  r e s e r v e  c l a s s i f i c a t i o n .  E a c h  
w e l l  p a g e  n o r m a l l y  i d e n t i f i e s  t h e  l o c a t i o n ,  t h e  o p e r a t o r ,  a n d  t h e  r e v e n u e  a n d  
w o r k i n g  i n t e r e s t  a t t r i b u t a b l e  t o  t h e  e s t i m a t e d  i n t e r e s t .  E x h i b i t s  2 - 1 ,  2 - 2 ,  a n d  
2 - 3  a r e  i l l u s t r a t i o n s  o f  a  s u m m a r y  r e s e r v e  r e p o r t  a n d  a  r e s e r v e  r e p o r t  f o r  a n  
i n d i v i d u a l  w e l l .
2 . 9 4  T h e  r e s e r v e  s t u d y  m a y  p r e s e n t  b o t h  n e t  u n r e c o v e r e d  r e s e r v e  v o l u m e  
a m o u n t s  a n d  a s s o c i a t e d  c a s h  f l o w  f r o m  p r o d u c t i o n  b y  y e a r .  D o l l a r  v a l u e s  a r e  
g e n e r a l l y  a t t r i b u t e d  o n l y  t o  t h e  s u b j e c t  p r o d u c e r ' s  i n t e r e s t  i n  p r o j e c t e d  a n n u a l  
p r o d u c t i o n .  A m o u n t s  p r e s e n t e d  f o r  e a c h  r e m a i n i n g  y e a r  o f  a  p r o p e r t y ' s  e c o ­
n o m i c  l i f e  a r e —
•  P r o d u c t i o n  o f  g a s  a n d  o i l ,  u n i t  p r i c e s ,  a n d  g r o s s  r e v e n u e s .  P r o d u c ­
t i o n  p r i c e s  a r e  b a s e d  o n  c u r r e n t  p r i c e s ,  w h i c h  i n c l u d e  c o n s i d e r a t i o n  
o f  c h a n g e s  i n  e x i s t i n g  p r i c e s  p r o v i d e d  b y  l a w ,  r e g u l a t o r y  a g e n c i e s ,  o r  
c o n t r a c t u a l  a r r a n g e m e n t s .
•  P r o d u c t i o n  e x p e n s e s ,  i n c l u d i n g  p r o d u c t i o n  t a x e s ,  o p e r a t i n g  e x p e n s e s ,  
W P T ,  a n d  e q u i p m e n t  a n d  d e v e l o p m e n t  c o s t s .  P r o d u c t i o n  e x p e n s e s  g e n ­
e r a l l y  d o  n o t  i n c l u d e  p r o v i s i o n s  f o r  d e p l e t i o n ,  d e p r e c i a t i o n ,  o r  a m o r ­
t i z a t i o n .  F u r t h e r ,  r e s e r v e  s t u d i e s  a s s u m e  c o n s u m p t i o n  o f  e q u i p m e n t  
d u r i n g  a  p r o p e r t y ' s  p r o d u c i n g  l i f e  a n d  d o  n o t  o r d i n a r i l y  c o n s i d e r  r e s i d ­
u a l  v a l u e s  o f  e q u i p m e n t  o r  r e c l a m a t i o n  c o s t s .
•  F u t u r e  n e t  i n c o m e  ( r e v e n u e s  l e s s  p r o d u c t i o n  e x p e n s e s )  o r  c a s h  f l o w .
•  D i s c o u n t e d  ( p r e s e n t )  v a l u e  o f  c a s h  f l o w ,  g e n e r a l l y  c o m p u t e d  a t  v a r i o u s  
r a t e s .
Production
2 . 9 5  A f t e r  t h e  w e l l  i s  c o m p l e t e d ,  t h e  p r o d u c t i o n  p h a s e  b e g i n s .  I n  t h e  c a s e  
o f  g a s  w e l l s ,  t h e  p r e s s u r e  i n  t h e  r e s e r v o i r  i s  u s u a l l y  s u f f i c i e n t  s o  t h a t  t h e  g a s  
e x p a n d s  i n t o  t h e  w e l l  b o r e  w h e n  t h e  w e l l  i s  o p e n e d  a n d  f l o w s  t o  t h e  s u r f a c e .  O i l  
w e l l s ,  h o w e v e r ,  m a y  b e  f l o w i n g  w e l l s ,  o r  t h e y  m a y  r e q u i r e  m e c h a n i c a l  e q u i p ­
m e n t  t h a t  p r o v i d e s  a r t i f i c i a l  l i f t  t o  r a i s e  t h e  o i l  t o  t h e  s u r f a c e .
2 . 9 6  H o w e v e r  t h e  p r o d u c t  i s  l i f t e d  f r o m  t h e  w e l l ,  f l u i d s  p r o d u c e d  a r e  d i ­
r e c t e d  t o  a  c e n t r a l  g a t h e r i n g  p o i n t ,  o f t e n  a  t a n k  b a t t e r y .  S o m e  f i e l d s  m a y  b e  
e q u i p p e d  w i t h  l e a s e  a u t o m a t i c  c u s t o d y  t r a n s f e r  ( L A C T )  u n i t s  t h a t  a u t o m a t i ­
c a l l y  p e r f o r m  t h e  f o l l o w i n g  t a s k s :  ( 1 )  m e a s u r e  t h e  o i l ' s  t e m p e r a t u r e ,  g r a v i t y ,  
a n d  v o l u m e ;  ( 2 )  d r a i n  o f f  b a s i c  s e d i m e n t  a n d  w a t e r  ( B S & W ) ;  a n d  ( 3 )  r u n  t h e  
o i l  f r o m  t h e  t a n k  i n t o  t h e  p i p e l i n e .  T h e  w e l l  a r e a  n o r m a l l y  h a s  a l l  t h e  e q u i p ­
m e n t  n e c e s s a r y  t o  f i e l d - s e p a r a t e  o i l ,  g a s ,  a n d  w a t e r ,  a s  w e l l  a s  h a v i n g  a d e q u a t e  
s t o r a g e  f o r  t h e  o i l  f r o m  t h e  t i m e  i t  i s  p r o d u c e d  u n t i l  i t  i s  s o l d .  O i l  g e n e r a l l y  
c o n t a i n s  a  c e r t a i n  a m o u n t  o f  g a s  i n  s o l u t i o n ,  a n d  u s u a l l y  s o m e  p r o v i s i o n  m u s t  
b e  m a d e  t o  s e p a r a t e  t h e  g a s  f r o m  t h e  o i l  b e f o r e  p l a c i n g  t h e  o i l  i n  t h e  s t o r a g e  
t a n k s .  T h e  w e l l  f l u i d s  e n t e r  t h e  o i l  a n d  g a s  s e p a r a t o r  n e a r  t h e  c e n t e r ,  a n d  t h e
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g a s  i s  r e m o v e d  f r o m  t h e  t o p  w h i l e  t h e  l i q u i d  ( o i l  o r  w a t e r )  i s  r e m o v e d  f r o m  t h e  
b o t t o m .
2 . 9 7  A t  t h i s  p o i n t ,  t h e  l i q u i d  i s  l i k e l y  t o  c o n t a i n  a  c e r t a i n  a m o u n t  o f  w a t e r ,  
w h i c h  m u s t  b e  r e m o v e d  b e f o r e  t h e  o i l  c a n  b e  s o l d .  F o r  t h i s  p u r p o s e ,  i t  m a y  b e  
n e c e s s a r y  t o  h e a t  t h e  l i q u i d  b y  p a s s i n g  i t  t h r o u g h  a  c o n t i n u o u s  t y p e  o f  h e a t e r .  
G e n e r a l l y ,  t h i s  i s  d o n e  i n  a  " h e a t e r - t r e a t e r , "  w h i c h  h e a t s  t h e  o i l  a n d  w a t e r  
m i x t u r e ,  s e p a r a t i n g  t h e  w a t e r  f r o m  t h e  o i l  i n  a  s i n g l e  o p e r a t i o n .
2 . 9 8  T h e  t a n k s  i n  t h e  t a n k  b a t t e r y  t h a t  a r e  u s e d  t o  s t o r e  t h e  o i l  v a r y  i n  
n u m b e r  a n d  s i z e ,  d e p e n d i n g  o n  t h e  p r o d u c t i o n  o f  t h e  l e a s e  a n d  t h e  f r e q u e n c y  o f  
t h e  o i l  r u n s .  E a c h  t a n k  h a s  a  s t r a p p i n g  t a b l e  t h a t  c o n v e r t s  t h e  f e e t  a n d  i n c h e s  
m e a s u r e m e n t  o f  o i l  i n  t h e  t a n k  t o  b a r r e l s  o f  o i l .  T h e r e  i s  a  d r a i n  a t  t h e  b o t t o m  
o f  t h e  t a n k  f o r  d r a i n i n g  t h e  B S & W .
2 . 9 9  W h e n  t h e  t a n k  i s  f u l l  o r  a t  a n o t h e r  p r e d e t e r m i n e d  t i m e ,  t h e  o i l  i s  
" r u n , "  o r  d e l i v e r e d  t o  a  p i p e l i n e ,  t a n k  c a r ,  o r  t a n k  t r u c k .  T h e  p i p e l i n e  o u t l e t  
v a l v e  o n  t h e  t a n k  i s  s e a l e d  w i t h  a  m e t a l  s e a l  w h i l e  t h e  t a n k  i s  b e i n g  f i l l e d  f r o m  
t h e  w e l l  a n d  i s  l o c k e d  o p e n  w h e n  t h e  t a n k  i s  b e i n g  e m p t i e d .  T h i s  a s s u r e s  t h e  
p i p e l i n e  c o m p a n y  a n d  t h e  p r o d u c e r  t h a t  o n l y  o i l  i n  a  p a r t i c u l a r  t a n k  i s  e n t e r i n g  
t h e  p i p e l i n e  c o m p a n y ' s  l i n e s .
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34 Entities With Oil and Gas Producing Activities
Exhibit 2-1
O i l  I n v e s t o r s ,  I n c .
E s t i m a t e d  F u t u r e  R e s e r v e s  a n d  I n c o m e  
A t t r i b u t a b l e  t o  C e r t a i n  I n t e r e s t s  
a s  o f  J a n u a r y  1 ,  2 0 0 3
GRAND SUMMARY ALL CLASSES 
ALL CATEGORIES
R E V E N U E  I N T E R E S T  P R O D U C T  P R I C E S
E x p e n s e  O i l /  P l a n t
I n t e r e s t  C o n d e n s a t e  P r o d u c t s
O i l / C o n d .  
G a s  $ / b b l
P lt. P r o d .  G a s  
$ / b b l  S / M C F
D I S C O U N T E D  
F U T U R E  N E T  
I N C O M E - M $  
C O M P O U N D E D  
M O N T H L Y
I n i t i a l
F i n a l
R e m a r k s
5 . 0 0 % - 7 , 5 3 3 . 1 8 5  
8 . 0 0 % - 6 , 7 6 1 . 3 6 5  
1 0 . 0 0 % - 6 , 3 2 7 . 5 4 8  
1 2 . 0 0 % - 5 , 9 4 5 . 6 7 8  
1 5 . 0 0 % - 5 , 4 5 2 . 3 0 9
C O M P A N Y  N E T
E S T I M A T E D  8 / 8  T H S  P R O D U C T I O N  P R O D U C T I O N  A V E R A G E  P R I C E S
P l a n t P l a n t S a l e s P lt
N u m b e r O i l / C o n d . P r o d u c t s G a s O i l / C o n d . P r o d u c t s G a s O i l / C o n d . P r o d . G a s
Y e a r  o f  W e l l s ( B a r r e l s ) ( B a r r e l s ) ( M M C F )  ( B a r r e l s ) ( B a r r e l s ) ( M M C F ) $ / b b l $ / b b l $ / M C F
2 0 0 3 2 5 9 , 0 5 9 0 4 6 1 . 5 5 0 2 6 , 6 7 1 0 3 6 8 . 4 0 4 2 7 . 6 9 0 . 0 0 3 . 5 0
2 0 0 4 2 5 2 , 7 4 4 0 3 4 8 . 6 6 4 2 3 , 7 0 4 0 2 7 8 . 1 8 0 2 7 . 6 8 0 . 0 0 3 . 5 0
2 0 0 5 2 4 6 , 9 7 1 0 2 6 1 . 9 9 2 2 1 , 0 2 1 0 2 0 8 . 9 2 1 2 7 . 6 8 0 . 0 0 3 . 5 0
2 0 0 6 2 4 2 , 0 5 5 0 1 9 7 . 5 3 0 1 8 , 7 5 4 0 1 5 7 . 4 1 9 2 7 . 6 7 0 . 0 0 3 . 5 0
2 0 0 7 2 3 7 , 7 4 1 0 1 4 8 . 9 7 1 1 6 , 7 7 9 0 1 1 8 . 6 3 2 2 7 . 6 6 0 . 0 0 3 . 5 0
2 0 0 8 2 3 4 , 0 3 0 0 1 1 2 . 6 5 4 1 5 , 0 9 0 0 8 9 . 6 3 0 2 7 . 6 6 0 . 0 0 3 . 5 0
2 0 0 9 2 3 0 , 5 7 9 0 8 4 . 7 5 7 1 3 , 5 3 0 0 6 7 . 3 6 2 2 7 . 6 5 0 . 0 0 3 . 5 0
2 0 1 0 2 2 7 , 6 1 0 0 6 4 . 0 0 1 1 2 , 1 9 3 0 5 0 . 7 9 9 2 7 . 6 5 0 . 0 0 3 . 5 0
2 0 1 1 2 2 4 , 9 7 4 0 4 8 . 3 5 8 1 1 , 0 1 2 0 3 8 . 3 2 2 2 7 . 6 5 0 . 0 0 3 . 5 0
2 0 1 2 2 2 2 , 5 8 8 0 1 6 . 5 9 9 9 , 9 1 1 0 1 2 . 9 4 8 2 7 . 6 4 0 . 0 0 3 . 4 9
2 0 1 3 1 2 0 , 3 9 7 0 0 . 8 2 8 8 , 9 2 4 0 0 . 3 6 2 2 7 . 6 3 0 . 0 0 3 . 2 0
2 0 1 4 1 1 8 , 5 6 1 0 0 . 7 5 4 8 , 1 2 1 0 0 . 3 3 0 2 7 . 6 3 0 . 0 0 3 . 2 0
2 0 1 5 1 1 6 , 9 1 2 0 0 . 6 8 7 7 , 3 9 9 0 0 . 3 0 0 2 7 . 6 3 0 . 0 0 3 . 2 0
2 0 1 6 1 1 5 , 4 6 9 0 0 . 6 2 8 6 , 7 6 8 0 0 . 2 7 5 2 7 . 6 3 0 . 0 0 3 . 2 0
2 0 1 7 1 1 4 , 0 8 9 0 0 . 5 7 2 6 , 1 6 4 0 0 . 2 5 0 2 7 . 6 3 0 . 0 0 3 . 2 0
S u b - T o t a l 4 6 3 , 7 8 2 0 1 , 7 4 8 . 5 4 3 2 0 6 , 0 4 0 0 1 , 3 9 2 ,1 3 6 2 7 . 6 6 0 . 0 0 3 . 5 0
R e m a i n d e r 2 8 , 5 6 9 0 1 . 1 6 0 1 2 , 4 9 9 0 0 . 5 0 7 2 7 . 6 3 0 . 0 0 3 . 2 0
T o t a l
F u t u r e
4 9 2 , 3 5 1 0 1 , 7 4 9 . 7 0 3 2 1 8 , 5 3 9 0 1 , 3 9 2 ,6 4 4 2 7 . 6 6 0 . 0 0 3 . 5 0
C u m u l a t i v e 1 1 0 , 7 6 5 0 5 7 1 . 2 2 4
U l t i m a t e 6 0 3 , 1 1 6 0 2 , 3 2 0 . 9 2 7
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F G R
C O M P A N Y  F U T U R E  G R O S S  R E V E N U E  ( F G R ) - M $  P R O D U C T I O N  T A X E S - M $  A F T E R
F r o m  P l a n t  P R O D U C T I O N
F r o m P l a n t F r o m P r o d . / T A X E S -
Y e a r O i l / C o n d . P r o d u c t s G a s O t h e r T o t a l O i l / C o n d . O t h e r G a s M $
2 0 0 3 7 3 8 . 6 2 3 0.000 1 , 2 8 9 . 1 1 3 0.000 2 , 0 2 7 . 7 3 5 2 9 . 8 6 0 0.000 9 6 . 5 7 1 1 , 9 0 1 . 3 0 5
2 0 0 4 6 5 6 . 2 2 4 0.000 9 7 3 . 3 6 0 0.000 1 , 6 2 9 . 5 8 4 2 6 . 4 8 7 0.000 7 2 . 9 0 1 1 , 5 3 0 . 1 9 7
2 0 0 5 5 8 1 . 9 0 5 0.000 7 3 0 . 9 8 0 0.000 1 , 3 1 2 . 7 6 9 2 3 . 4 5 0 0.000 5 4 . 7 3 3 1 , 2 3 4 . 5 8 7
2 0 0 6 5 1 8 . 9 0 5 0.000 5 5 0 . 7 4 9 0.000 1 , 0 6 9 . 6 5 4 2 0 . 8 9 0 0.000 4 1 . 2 2 4 1 , 0 0 7 . 5 3 9
2 0 0 7 4 6 4 . 1 4 6 0.000 4 1 5 . 0 1 4 0.000 8 7 9 . 1 6 0 1 8 . 6 6 7 0.000 3 1 . 0 5 2 8 2 9 . 4 4 1
2 0 0 8 4 1 7 . 3 4 8 0.000 3 1 3 . 5 2 7 0.000 7 3 0 . 8 7 5 1 6 . 7 7 0 0.000 2 3 . 4 4 8 6 9 0 . 6 5 7
2 0 0 9 3 7 4 . 1 3 8 0.000 2 3 5 . 6 0 6 0.000 6 0 9 . 7 4 4 1 5 . 0 2 3 0.000 1 7 . 6 1 0 5 7 7 . 1 1 1
2 0 1 0 3 3 7 . 1 3 8 0.000 1 7 7 . 6 5 3 0.000 5 1 4 . 7 9 0 1 3 . 5 2 9 0.000 1 3 . 2 7 0 4 8 7 . 9 9 2
2 0 1 1 3 0 4 . 4 4 1 0.000 1 3 3 . 9 9 6 0.000 4 3 8 . 4 3 7 1 2 . 2 1 0 0.000 1 0 . 0 0 0 4 1 6 . 2 2 6
2 0 1 2 2 7 3 . 8 8 6 0.000 4 5 . 1 9 8 0.000 3 1 9 . 0 8 5 1 0 . 9 6 6 0.000 3 . 3 4 5 3 0 4 . 7 7 4
2 0 1 3 2 4 6 . 5 6 7 0.000 1 . 1 5 9 0.000 2 4 7 . 7 2 6 9 . 8 6 3 0.000 0 . 0 4 6 2 3 7 . 8 1 7
2 0 1 4 2 2 4 . 3 7 3 0.000 1 . 0 5 5 0 . 0 0 0 2 2 5 . 4 2 8 8 . 9 7 5 0.000 0 . 0 4 2 2 1 6 . 4 1 1
2 0 1 5 2 0 4 . 4 3 8 0.000 0 . 9 6 1 0.000 2 0 5 . 3 9 9 8 . 1 7 8 0.000 0 . 0 3 8 1 9 7 . 1 8 3
2 0 1 6 1 8 6 . 9 9 5 0.000 0 . 8 7 9 0.000 1 8 7 . 8 7 5 7 . 4 8 0 0.000 0 . 0 3 5 1 8 0 . 3 6 0
2 0 1 7 1 7 0 . 3 1 4 0.000 0 . 8 0 1 0.000 1 7 1 . 1 1 5 6 . 8 1 3 0.000 0 . 0 3 2 1 6 4 . 2 7 1
S u b - T o t a l 5 , 6 9 9 . 3 2 5 0.000 4 , 8 7 0 . 0 5 2 0.000 1 0 , 5 6 9 . 3 7 7 2 2 9 . 1 5 9 0.000 3 6 4 . 3 4 8 9 , 9 7 5 . 8 7 0
R e m a i n d e r 3 4 5 . 3 5 0 0.000 1 . 6 2 4 0.000 3 4 6 . 9 7 4 1 3 . 8 1 4 0.000 0 . 0 6 5 3 3 3 . 0 9 5
T o t a l  F u t u r e 6 , 0 4 4 ,6 7 5 0.000 4 , 8 7 1 . 6 7 6 0.000 1 0 , 9 1 6 . 3 5 1 2 4 2 . 9 7 3 0.000 3 6 4 . 4 1 3 1 0 , 3 0 8 . 9 6 4
D E D U C T I O N S - M $
F U T U R E  N E T  I N C O M E  
B E F O R E  T A X E S - M S
Y e a r
O p e r a t i n g
C o s t s
A d  V a l o r e m  
T a x e s
D e v e l o p m e n t
C o s t s O t h e r T o t a l
U n d i s c o u n t e d  
A n n u a l  C u m u l a t i v e
D i s c o u n t e d  
@  1 0 . 0 0 %
2 0 0 3 4 7 . 4 0 0 6 7 . 9 2 8 0.000 0.000 1 1 5 . 3 2 8 1 , 7 8 5 . 9 7 7 1 , 7 8 5 . 9 7 7 1 , 7 0 3 ,0 0 0
2 0 0 4 4 7 . 4 0 0 5 6 . 2 2 8 0.000 0.000 1 0 3 . 3 2 8 1 , 4 2 6 . 5 6 9 3 , 2 1 2 . 5 4 6 1 , 2 3 1 . 1 2 2
2 0 0 5 4 7 . 4 0 0 4 6 . 6 8 6 0.000 0.000 9 4 . 0 8 6 1 , 1 4 0 . 5 0 1 4 , 3 5 3 . 0 4 7 8 9 0 . 7 7 6
2 0 0 6 4 7 . 4 0 0 9 . 2 1 3 0.000 0.000 8 6 . 6 1 3 9 2 0 . 9 2 6 5 , 2 7 3 . 9 7 2 6 5 1 . 0 6 2
2 0 0 7 4 7 . 4 0 0 3 3 . 2 1 4 0.000 0.000 8 0 . 6 1 4 7 4 8 . 8 2 7 6 , 0 2 2 . 7 9 9 4 7 9 . 1 8 6
2 0 0 8 4 7 . 4 0 0 2 8 . 4 3 5 0.000 0.000 7 5 . 8 3 5 6 1 4 . 8 2 2 6 , 6 3 7 . 6 2 1 3 5 6 . 0 7 4
2 0 0 9 4 7 . 4 0 0 2 4 . 4 0 1 0.000 0.000 7 1 . 8 0 1 5 0 5 . 3 0 9 7 , 1 4 2 . 9 3 1 2 6 4 . 8 5 6
2 0 1 0 4 7 . 4 0 0 2 1 . 1 5 7 0.000 0.000 6 8 . 5 5 7 4 1 9 . 4 3 5 7 , 5 6 2 .3 6 5 1 9 8 . 9 9 5
2 0 1 1 4 7 . 4 0 0 1 8 . 4 7 2 0.000 0.000 6 5 . 8 7 2 3 5 0 . 3 5 5 7 , 9 1 2 . 7 2 0 1 5 0 . 4 5 7
2 0 1 2 3 2 . 0 7 3 1 4 . 8 1 1 0.000 0.000 4 6 . 8 8 4 2 5 7 . 8 9 0 8 , 1 7 0 . 6 0 9 1 0 0 . 5 3 1
2 0 1 3 2 1 . 6 0 0 1 2 . 3 8 6 0 . 0 0 0 0.000 3 3 . 9 8 6 2 0 3 . 8 3 1 8 , 3 7 4 . 4 4 1 7 1 . 6 6 4
2 0 1 4 2 1 . 6 0 0 1 1 . 2 7 1 0.000 0.000 3 2 . 8 7 1 1 8 3 . 5 3 9 8 , 5 5 7 . 9 8 0 5 8 . 4 1 3
2 0 1 5 2 1 . 6 0 0 1 0 . 2 7 0 0.000 0.000 3 1 . 8 7 0 1 6 5 . 3 1 3 8 , 7 2 3 . 2 9 3 4 7 . 6 2 5
2 0 1 6 2 1 . 6 0 0 9 . 3 9 4 0.000 0.000 3 0 . 9 9 4 1 4 9 . 3 6 6 8 , 8 7 2 . 6 5 9 3 8 . 9 4 7
2 0 1 7 2 1 . 6 0 0 8 . 5 5 6 0.000 0.000 3 0 . 1 5 6 1 3 4 . 1 5 5 9 , 0 0 6 . 7 7 4 3 1 . 6 5 1
S u b - T o t a l 5 6 6 . 6 7 3 4 0 2 . 4 2 3 0.000 0.000 9 6 9 . 0 9 6 9 , 0 0 6 . 7 7 4 6 , 2 7 4 . 3 6 1
R e m a i n d e r 5 1 . 0 3 9 1 7 . 3 4 9 0.000 0.000 6 8 . 3 8 7 2 6 4 . 7 0 7 9 , 2 7 1 . 4 8 1 5 3 . 1 8 7
T o t a l  F u t u r e 6 1 7 . 7 1 1 4 1 9 . 7 7 2 0.000 0.000 1 , 0 3 7 . 4 8 3 9 , 2 7 1 . 4 8 1 6 , 3 2 7 . 5 4 8
L i f e  o f  e v a l u a t i o n  i s :  
1 7 . 3 7  y e a r s
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Exhibit 2-2
O i l  I n v e s t o r s ,  I n c .
E s t i m a t e d  F u t u r e  R e s e r v e s  a n d  I n c o m e  
A t t r i b u t a b l e  t o  C e r t a i n  I n t e r e s t s  
a s  o f  J a n u a r y  1 ,  2 0 0 3
3 6  Entities With Oil and Gas Producing Activities
L O N G  S H O T  F I E L D ,  H A R R I S  
C O U N T Y ,  T X  A C M E  
P R O D U C E R S - O P E R A T O R  
E X A M P L E  G A S  W E L L  ( F R I O )
G A S  L E A S E
P R O V E D
P R O D U C I N G
I N I T I A L
F I N A L
R E M A R K S
R E V E N U E  I N T E R E S T P R O D U C T  P R I C E S D I S C O U N T E D
P lt. F U T U R E  N E T  I N C O M E
E x p e n s e O i l /  P l a n t O i l / C o n d . P r o d . G a s - M $  C O M P O U N D E D
I n t e r e s t C o n d e n s a t e  P r o d u c t s G a s $ / b b l $ / b b l $ / M C F M O N T H L Y
1 . 0 0 0 0 0 0 0 0 0 . 8 0 0 0 0 0 0 0 0 . 8 0 0 0 0 0 0 0 2 8 . 5 6 3 . 5 0 5 . 0 0 % 3 , 7 7 7 . 7 9 7
1 . 0 0 0 0 0 0 0 0 0 . 8 0 0 0 0 0 0 0 0 . 8 0 0 0 0 0 0 0 2 8 . 5 6 3 . 5 0 8 . 0 0 % 3 , 5 1 5 . 0 3 4
1 0 . 0 0 % 3 , 3 5 7 . 4 2 3
1 2 . 0 0 % 3 , 2 1 2 . 1 7 5
1 5 . 0 0 % 3 , 0 1 4 . 7 8 1
E S T I M A T E D  8 / 8  T H S  
P R O D U C T I O N  
P l a n t
N u m b e r O i l / C o n d . P r o d u c t s G a s
Y e a r o f  W e l l s ( B a r r e l s ) ( B a r r e l s ) ( M M C F )
2 0 0 3 1 2 , 2 9 6 0 4 5 9 . 2 4 5
2 0 0 4 1 1 , 7 3 3 0 3 4 6 . 5 9 3
2 0 0 5 1 1 , 3 0 1 0 2 6 0 . 1 3 7
2 0 0 6 1 9 7 9 0 1 9 5 . 8 6 2
2 0 0 7 1 7 3 7 0 1 4 7 . 4 6 8
2 0 0 8 1 5 5 6 0 1 1 1 . 2 9 4
2 0 0 9 1 4 1 8 0 8 3 . 5 3 3
2 0 1 0 1 3 1 4 0 6 2 . 8 9 3
2 0 1 1 1 2 3 7 0 4 7 . 3 5 4
2 0 1 2 1 7 8 0 1 5 . 6 8 5
S u b - T o t a l 8 , 6 5 0 0 1 , 7 3 0 . 0 6 5
R e m a i n d e r 0 0 0.000
T o t a l  F u t u r e 8 , 6 5 0 0 1 , 7 3 0 . 0 6 5
C u m u l a t i v e 2 , 8 2 5 0 5 6 6 . 8 4 7
U l t i m a t e 1 1 , 4 7 5 0 2 , 2 9 6 . 9 1 2
C O M P A N Y  N E T
P R O D U C T I O N  A V E R A G E  P R I C E S
O i l / C o n d .
P l a n t
P r o d u c t s S a l e s  G a s O i l / C o n d .
P lt
P r o d . G a s
( B a r r e l s )  ( B a r r e l s ) ( M M C F ) $ / b b l $ / b b l $ / M C F
1 , 8 3 7 0 3 6 7 . 3 9 6 2 8 . 5 6 0 . 0 0 3 . 5 0
1 , 3 8 6 0 2 7 7 . 2 7 4 2 8 . 5 6 0 . 0 0 3 . 5 0
1 , 0 4 1 0 2 0 8 . 1 1 0 2 8 . 5 6 0 . 0 0 3 . 5 0
7 8 3 0 1 5 6 . 6 9 0 2 8 . 5 6 0 . 0 0 3 . 5 0
5 9 0 0 1 1 7 . 9 7 5 2 8 . 5 6 0 . 0 0 3 . 5 0
4 4 5 0 8 9 . 0 3 6 2 8 . 5 6 0 . 0 0 3 . 5 0
3 3 4 0 6 6 . 8 2 6 2 8 . 5 6 0 . 0 0 3 . 5 0
2 5 2 0 5 0 . 3 1 5 2 8 . 5 6 0 . 0 0 3 . 5 0
1 8 9 0 3 7 . 8 8 3 2 8 . 5 6 0 . 0 0 3 . 5 0
6 3 0 1 2 . 5 4 8 2 8 . 5 6 0 . 0 0 3 . 5 0
6 , 9 2 0 0 1 , 3 8 4 . 0 5 2 2 8 . 5 6 0 . 0 0 3 . 5 0
0 0 0.000 0 . 0 0 0 . 0 0 0 . 0 0
6 , 9 2 0 0 1 , 3 8 4 . 0 5 2 2 8 . 5 6 0 . 0 0 3 . 5 0
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2003 52.464 0.000 1,285.886 0.000 1,338.350 2.413 0.000 96.441 1,239.496
2004 39.595 0.000 970.460 0.000 1,010.055 1.821 0.000 72.785 935.449
2005 29.718 0.000 728.384 0.000 758.102 1.367 0.000 54.629 702.107
2006 22.375 0.000 548.414 0.000 570.789 1.029 0.000 41.131 528.629
2007 16.847 0.000 412.911 0.000 429.758 0.775 0.000 30.968 398.014
2008 12.714 0.000 311.625 0.000 324.339 0.585 0.000 23.372 300.382
2009 9.543 0.000 233.892 0.000 243.434 0.439 0.000 17.542 225.453
2010 7.185 0.000 176.101 0.000 183.286 0.331 0.000 13.208 169.748
2011 5.410 0.000 132.590 0.000 137.999 0.249 0.000 9.944 127.806
2012 1.792 0.000 43.919 0.000 45.711 0.082 0.000 3.294 42.335
Sub-Total 197.643 0.000 4,844.182 0.000 5,041.825 9.092 0.000 363.314 4,669.419
Remainder 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
Total Future 197.643 0.000 4,844.182 0.000 5,041.825 9.092 0.000 363.314 4,669.419
DEDUCTIONS-M $













2003 25.800 33.459 0.000 0.000 59.259 1,180.237 1,180.237 1,125.955
2004 25.800 25.251 0.000 0.000 51.051 884.398 2,064.635 763.660
2005 25.800 18.953 0.000 0.000 44.753 657.354 2,721.989 513.747
2006 25.800 14.270 0.000 0.000 40.070 488.550 3,210.548 345.645
2007 25.800 10.744 0.000 0.000 36.544 361.470 3,572.019 231.501
2008 25.800 8.108 0.000 0.000 33.908 266.474 3,838.492 154.474
2009 25.800 6.086 0.000 0.000 31.886 193.586 4,032.060 101.567
2010 25.800 4.582 0.000 0.000 30.382 139.366 4,171.426 66.203
2011 25.800 3.450 0.000 0.000 29.250 98.556 4,269.982 42.386
2012 10.473 1.143 0.000 0.000 11.615 30.719 4,300.701 12.284
Sub-Total 242.673 126.046 0.000 0.000 368.718 4,3000.701 3,357.423
Remainder 0.000 0.000 0.000 0.000 0.000 0.000 4,3000.701 0.000
Total Future 242.673 126.046 0.000 0.000 368.718 4,3000.701 3,357.423
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Exhibit 2-3
O il In v e s to r s ,  In c .
E s t im a te d  F u tu r e  R e s e rv e s  a n d  In c o m e  
A t t r ib u ta b le  to  C e r ta in  I n te r e s t s  
a s  o f  J a n u a r y  1 ,  2003
ROADRUNNER FIELD , SAN JU A N  COUNTY, O IL LEASE
UT COYOTE O IL COMPANY-OPERATOR PROVED
EXAMPLE GAS W ELL (9,500' SAND) PRODUCING














FUTURE NET INCOME 
-MS COMPOUNDED 
MONTHLY
INITIAL 0.50000000 0.43750000 0.43750000 27.63 3.20 5.00% 3,755.388




ESTIM ATED 8/8 
TH S PROD U CTIO N  
Plant
Number Oil/Cond. Products Gas
Year of Wells (Barrels) (Barrels) (MMCF)
2003 1 56,763 0 2.305
2004 1 51,011 0 2.071
2005 1 45,671 0 1.854
2006 1 41,076 0 1.668
2007 1 37,003 0 1.502
2008 1 33,474 0 1.359
2009 1 30,161 0 1.225
2010 1 27,296 0 1.108
2011 1 24,738 0 1.004
2012 1 22,509 0 0.914
2013 1 20,397 0 0.828
2014 1 18,561 0 0.754
2015 1 16,912 0 0.687
2016 1 15,469 0 0.628
2017 1 14,089 0 0.572
Sub-Total 455,131 0 18.478




Cumulative 107,940 0 4.377
Ultim ate 591,641 0 24.015
COMPANY N ET
PRODUCTION AVERAGE PR IC ES
Plant Sales Plt
Oil/Cond. Products Gas Oil/Cond Prod. Gas
(Barrels) (Barrels) (MMCF) $/bbl $/bbl $/MCF
24,834 0 1.008 27.63 0.00 3.20
22,317 0 0.906 27.63 0.00 3.20
19,981 0 0.811 27.63 0.00 3.20
17,971 0 0.730 27.63 0.00 3.20
16,189 0 0.657 27.63 0.00 3.20
14,645 0 0.595 27.63 0.00 3.20
13,196 0 0.536 27.63 0.00 3.20
11,942 0 0.485 27.63 0.00 3.20
10,823 0 0.439 27.63 0.00 3.20
9,848 0 0.400 27.63 0.00 3.20
8,924 0 0.362 27.63 0.00 3.20
8,121 0 0.330 27.63 0.00 3.20
7,399 0 0.300 27.63 0.00 3.20
6,768 0 0.275 27.63 0.00 3.20
6,164 0 0.250 27.63 0.00 3.20
199,120 0 8.084 27.63 0.00 3.20
12,499 0 0.507 27.63 0.00 3.20
211,619 0 8.592 27.63 0.00 3.20
AAG-OGP 2.99
COMPANY FUTURE GROSS REVENUE (FGR)-M$ PRODUCTION TAXES-M$















2003 686.159 0.000 3.226 0.000 689.385 27.446 0.000 0.129 661.810
2004 616.629 0.000 2.899 0.000 619.528 24.665 0.000 0.116 594.747
2005 552.071 0.000 2.596 0.000 554.667 22.083 0.000 0.104 532.480
2006 496.530 0.000 2.335 0.000 498.864 19.861 0.000 0.093 478.910
2007 447.299 0.000 2.103 0.000 449.403 17.892 0.000 0.084 431.427
2008 404.634 0.000 1.903 0.000 406.537 16.185 0.000 0.076 390.275
2009 364.595 0.000 1.714 0.000 366.309 14.584 0.000 0.069 351.657
2010 329.953 0.000 1.551 0.000 331.504 13.198 0.000 0.062 318.244
2011 299.031 0.000 1.406 0.000 300.438 11.961 0.000 0.056 288.420
2012 272.095 0.000 1.279 0.000 273.374 10.884 0.000 0.051 262.439
2013 246.567 0.000 1.159 0.000 247.726 9.863 0.000 0.046 237.817
2014 224.373 0.000 1.055 0.000 225.428 8.975 0.000 0.042 216.411
2015 204.438 0.000 0.961 0.000 205.399 8.178 0.000 0.038 197.183
2016 186.995 0.000 0.879 0.000 187.875 7.480 0.000 0.035 180.360
2017 170.314 0.000 0.801 0.000 171.115 6.813 0.000 0.032 164.271
Sub-Total 5,501.683 0.000 25.870 0.000 5,527.552 220.067 0.000 1.035 5,306.450
Remainder 345.350 0.000 1.624 0.000 346.974 13.814 0.000 0.065 333.095














2003 21.600 34.469 0.000 0.000 56.069 605.740 605.740 577.045
2004 21.600 30.976 0.000 0.000 52.576 542.171 1,147.911 467.461
2005 21.600 27.733 0.000 0.000 49.333 483.147 1,631.058 377.029
2006 21.600 24.943 0.000 0.000 46.543 432.366 2,063.424 305.417
2007 21.600 22.470 0.000 0.000 44.070 387.356 2,450.781 247.684
2008 21.600 20.327 0.000 0.000 41.927 348.348 2,799.129 201.600
2009 21.600 18.315 0.000 0.000 39.915 311.742 3,110.871 163.289
2010 21.600 16.575 0.000 0.000 38.175 280.069 3,390.940 132.793
2011 21.600 15.022 0.000 0.000 36.622 251.798 3,642.738 108.071
2012 21.600 13.669 0.000 0.000 35.269 227.170 3,869.908 88.247
2013 21.600 12.386 0.000 0.000 33.986 203.831 4,073.739 71.664
2014 21.600 11.271 0.000 0.000 32.871 183.539 4,257.278 58.413
2015 21.600 10.270 0.000 0.000 31.870 165.313 4,422.592 47.625
2016 21.600 9.394 0.000 0.000 30.994 149.366 4,571.958 38.947
2017 21.600 8.556 0.000 0.000 30.156 134.115 4,706.073 31.651
Sub-Total 324.000 276.378 0.000 0.000 600.378 4,706.073 2,916.938
Remainder 51.039 17.349 0.000 0.000 68.387 264.707 4,970.780 53.187
Total Future 375.039 293.726 0.000 0.000 668.765 4,970.780 2,970.125
Life of evaluation is: 
17.37 years 




2.100 The oil delivered is m easured  by gauging th e  he igh t of oil in  th e  
ta n k  before and  a fte r delivery. The oil is also te sted  a t  th is  tim e to determ ine 
its  gravity  or density, its  tem pera tu re , and  its  BS&W content. C rude oil prices 
a re  posted a t  a  s tan d a rd  base tem p era tu re  of sixty degrees F ahrenheit, an d  the  
value of th e  crude oil varies w ith  its  density. Therefore, these  m easurem ents, 
which a re  m ade w hen m easuring  th e  tan k 's  contents, a re  recorded on th e  ru n  
ticke t and  a re  used  in  converting to  n e t b a rre ls  delivered. I t  is the  responsibility  
of th e  lease operator to  w atch the  gauging and  testin g  of th e  oil done by th e  
gauger and  to be sure th a t  the  m easurem ents are  correct.
2.101 W hen gas is produced, i t  m ay be ru n  directly in to  th e  gas pipeline 
a fte r being m easured  by an  "orifice meter." I f  th e  gas contains liquid  conden­
sates, i t  m ay be ru n  th rough  a  processing facility to  rem ove th e  liquids, w hich 
a re  s im ilar to  crude oil, before th e  gas is tu rn ed  in to  th e  pipeline.
2.102 W hen a n  ou tsider purchases oil or gas, se ttlem en t is usually  m ade 
monthly. The pu rchaser custom arily  w ithholds and  rem its to the  s ta te  the  pro­
duction or severance taxes on all production. P roduction taxes or severance 
taxes m ay be based on the  q u an tity  of production, on th e  value of production, 
or on a  com bination of q u an tity  and  value.
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W ork-Overs
2.103 Occasionally, i t  is necessary  to "work over" a  well. W ork-overs a re  
rem edial operations som etim es requ ired  to  m a in ta in  m axim um  oil producing 
ra tes . For exam ple, w hen a  well begins to produce an  excessive am ount o f sa lt 
w ater, a  work-over rig—very sim ilar to  a  d rilling  rig  b u t som ew hat sm aller—is 
moved onto th e  well, and  rem edial operations a re  conducted.
2.104 As ano ther exam ple, w here th e re  is m ore th a n  one producing in terva l 
in  th e  well bore and  a  lower zone h a s  been  depleted, a  plug-back to  a  h igher 
zone is in  order. The plug-back can be accom plished w ith  a  cem ent plug in  th e  
casing or w ith  a  bridge plug—a m echanical device th a t  can be se t in  th e  casing 
to effectively seal off th e  casing below the  point a t  w hich i t  is set.
Improved Recovery Methods
2.105 M ore th a n  h a lf  of th e  oil originally in  place in  a  reservoir m ay rem ain  
in  th e  reservoir a fte r  th e  cessation of p rim ary  operations. To p lan  operations for 
m axim um  economic recovery, usually  all wells a re  te s ted  a t  reg u la r in tervals. 
Oil wells a re  te s ted  for th e  oil producing ra te , the  gas/oil ratio , th e  gravity, the  
sa ltw a te r production, and  th e  BS&W. G as wells are  te s ted  to determ ine th e ir  
gas producing ra te s  (open-flow potential), the  gas/liquid ratios, and  th e  BTU 
(energy) content. W hen production ra te s  from p rim ary  recovery m ethods a re  no 
longer satisfactory, secondary an d  enhanced oil recovery, or te rtiary , techniques 
m ay be used  to  a tta in  m axim um  production of th e  reserves.
Abandonm ent of W ells and Facilities
2.106 W hen oil and  gas reserves a re  depleted or w hen production drops 
to  th e  point th a t  i t  is no longer economically feasible to  produce, equ ipm ent is 
rem oved an d  operations a re  abandoned. Federal and  s ta te  regulations and  con­
tra c tu a l obligations requ ire  th a t  w ells be plugged, a ll facilities an d  equipm ent 




2.107 Revenues, production costs and  expenses, and  income taxes are  
tre a te d  in  the  sam e m an n er un d er full cost and  successful efforts accounting, 
except for DD&A and  im pairm en t costs.
2.108 Revenue. M ost com panies recognize revenue from oil produced a t  the  
point of sale—th a t  is, w hen the  oil is ru n  from th e  tanks. Gas is not stored  on the  
lease; thus, revenue is recognized a t  the  po int o f production and  sale because 
they  are  th e  sam e. However, some com panies record revenue on a  cash  basis 
th roughou t the  year, w hich will require  an  accrual ad ju stm en t a t  th e  end of the  
period un d er generally  accepted accounting principles.
2 .109 The com pany m ay record the  revenue based on the  rem ittance advice 
received from the  purchaser. Generally, proceeds from production are  received 
one to th ree  m onths a fte r the  ac tua l production has occurred. T hus, it  m ay be 
necessary  to estim ate  revenue, based on prior m onths' production and  cu rren t 
lease operations (for exam ple, w hether the  well has  been sh u t in  for a  work-over 
or m aintenance), in  o rder to p repare  financial s ta tem en ts  on a  tim ely basis.
2 .1 1 0 ‡,|| Inventory. Oil in  th e  lease ta n k s  a t  th e  end of the  accounting 
period is usually  ignored for financial reporting  purposes and  inventory  is not 
recorded because th e  am ount of such oil norm ally is im m ateria l to th e  financial 
s ta tem en ts.
2.111 W hen inventory  of oil in  lease ta n k s  is recorded, va luation  m ethods 
vary  in  practice.
2.112 O pera tin g  Expenses. Lease operating  expenses a re  charged to ex­
pense; exam ples a re  pum pers' wages, fuel or electricity for operating  pum ping 
equipm ent, subsurface m ain tenance, surface m ain tenance (such as  lease roads 
and  cu tting  of grass), insurance, ad  valorem  taxes, producing-well overhead, 
sa lt w a te r disposal, fracturing , acidizing, and  work-overs to m ain ta in  produc­
tion. One exception to th is  occurs w hen a  com pletion is m ade to a  new zone, 
in  w hich case th a t  portion of the  charges allocable to th e  com pletion m ay be 
accounted for as  developm ent or exploratory costs.
2.113 D D & A —Successfu l Efforts. DD&A of capitalized costs is recorded as 
th e  reservoir is produced and  depleted. U nder successful efforts accounting, 
DD&A is based on the  unit-of-production m ethod for the  following: (1) acqu i­
sition  costs of proved properties on the  basis of to ta l estim ated  u n its  of proved
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‡ A t th e  N ovem b er 2 ,  200 4  E IT F A gen d a  C om m ittee  m eetin g , th e  A gen d a  C om m ittee  d ecided  to  
add th e  is su e  o f  accou n tin g  for b u y /se ll tran saction s to  th e  EITF's agen d a . T he A gen d a  C om m ittee  
ask ed  th e  E IT F  to  ad d ress  w h eth er  tra n sa c tio n s un d er b u y /se ll arran gem en ts , a s  d escribed  in  th is  
Issu e , sh ou ld  be  con sid ered  non m on etary  tra n sa c tio n s un d er A P B  O pinion N o. 29 , A ccounting  for  
N onm onetary  Transactions, and , i f  so, w h eth er  th ere  are c ircu m stan ces  un d er w h ich  th e  tran saction s  
sh ou ld  be recognized  a t fa ir  va lu e . R eaders sh ou ld  refer  to  th e  d iscu ssio n  o f  E IT F Issu e  N o. 04 -13 , 
"A ccounting for P u rch ases  and  S a le s  o f  Inven tory  w ith  th e  S am e Counterparty," for fu rth er  d iscu ssion s  
regard in g  th is  a gen d a  item . P ractition ers shou ld  con tin u e  to  m onitor th e  m in u tes  o f th e  E IT F m eetin g  
for con tin u ed  p rogress on th is  Issu e . For fu rth er  gu id ance, read ers m ay  a lso  refer to  th e  F ebruary 2005  
le tte r  se n t  by  th e  D iv is ion  o f  C orporation F in an ce  o f  th e  SEC  to  reg istra n ts  th a t  en gage  in  oil and  gas  
op erations.
|| FA SB  S ta te m e n t N o. 151, Inven tory Costs, an  a m en d m en t o f  A R B N o. 43 , C h ap ter  4 , c larifies  
th e  accou n tin g  for abnorm al a m ou n ts  o f  id le  fac ility  ex p en se  fre igh t, h a n d lin g  costs, an d  w asted  
m ater ia l (sp o ilage). FA SB  S ta te m e n t N o. 151 is  e ffective  for in ven tory  costs  incurred  d u rin g  fiscal 
y ea rs  b eg in n in g  a fter  J u n e  15, 2005 . E arlier  ap p lica tion  is  p erm itted  for in ven tory  co sts  incurred  
d u rin g  fiscal y ea rs  b eg in n in g  a fter  N ovem b er 2 4 ,  2004 . T he provisions o f  th e  FA SB  S ta te m e n t should  
b e ap p lied  prospectively.
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(both developed and  undeveloped) reserves and  (2) all o th e r costs on th e  basis 
of to ta l estim ated  u n its  of proved developed  reserves. DD&A is com puted using  
curren t-period  production divided by beginning reserves ( th a t is, reserves a t  
th e  end  of th e  period p lus current-period production) e ith e r on a  property-by- 
property  basis or on th e  basis of some reasonable aggregation  of p roperties w ith  
a  common geological s tru c tu re  or s tra tig raph ic  condition, such as a  reservoir 
o r field.
2.114 I f  "significant" developm ent costs (such as an  off-shore production 
platform ) are  incurred  in  connection w ith  a  p lanned group of developm ent wells 
before all of the  p lanned  wells have been drilled, it  is appropria te  to exclude a  
portion of those developm ent costs in  determ in ing  the  DD&A ra te  u n til th e  a d ­
d itional developm ent wells have been drilled. Similarly, the  proved developed 
reserves th a t  will be produced only a fte r "significant" additional developm ent 
costs a re  incurred  (as in  im proved recovery) are  excluded in  com puting th e  
DD&A ra te . F u tu re  developm ent costs a re  not considered w hen com puting th e  
DD&A ra te  un d er successful efforts accounting. FASB S ta tem en t No. 143,# A c­
coun ting  fo r A sse t R etirem en t O bliga tions, am ends FASB S ta tem en t No. 19. 
FASB S ta tem en t No. 143 requ ires th a t  obligations for d ism antlem ent, re s to ra ­
tion, and  abandonm ent costs shall be accounted for in  accordance w ith  th e  pro­
visions of FASB S ta tem en t No. 143. E stim ated  residual salvage values shall 
be ta k e n  in to  account in  determ in ing  am ortization  and  depreciation ra tes . A 
detailed  discussion of th e  requ irem en ts o f FASB S ta tem en t No. 143 is  provided 
in  p a rag rap h s 2.125-2.135.
2.115 W hen a  property  contains both  oil and  gas reserves, the  u n its  of 
oil a n d  gas used  to  com pute am ortization  are  converted to  a  common u n it of 
m easure  on th e  basis o f th e ir  re la tive  energy content (see "DD&A—Full Cost" 
in  p a rag rap h  2.117) unless  (1) th e  re la tive  proportion of gas to  oil is expected 
to continue th roughou t the  life o f the  property, in  w hich case DD&A m ay be 
com puted on th e  basis of one of the  two m inerals only or unless (2) oil or gas 
clearly dom inates both  th e  reserves and  cu rren t production, th e  DD&A ra te  
m ay be com puted on th e  basis of the  dom inant m ineral only.
2.116 Im pairm en t of proved properties is based on the  guidance contained 
in  FASB S ta tem en t No. 144. See im pairm en t or disposal of long-lived asse ts  a t  
p a rag rap h s 1.55-1.64.
2.117 D D & A—F u ll Cost. F u ll cost com panies com pute th e ir  DD&A of the  
full cost pool on a  cost cen ter basis using  the  depletion ra te  calculated on the  
unit-of-production m ethod. The DD&A ra te  is com puted on the  basis of phys­
ical u n its , un less economic circum stances (re la ted  to  th e  effects of regu lated  
prices) indicate th a t  use of th e  units-of-revenue m ethod is a  m ore appropria te  
basis  of com puting DD&A. I f  physical u n its  a re  u sed  in  th e  com putation, the  
oil and  gas m u st be converted to  a  common u n it of m easure  on th e  basis of th e ir  
approxim ate re la tive  energy conten t (generally, a  ra tio  o f six thousand  cubic 
feet (mcf, o r thousand  cubic feet) o f gas to  one b arre l o f oil is  used); also, th e  
current-period production is divided by reserves a t  the  beginning of the  period 
(th a t is, reserves a t th e  end  of th e  period plus current-period production). I f  the  *
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# T he FA SB  h a s  recen tly  is su ed  FA SB  In terp reta tion  N o. 4 7 , A ccounting  for C onditional A sset 
R etirem ent O bligations— an  in terpreta tion  o f  F A SB  S ta tem en t No. 143. T h is  FA SB  In terp retation  
c larifies th e  term  con d ition a l a s s e t  re tirem en t ob ligation  a s  u se d  in  FA SB  S ta te m e n t N o. 143. T h is  
FA SB  In terp reta tion  is  e ffec tive  no  la te r  th a n  th e  en d  o f  fiscal y ea rs  en d in g  a fter  D ecem b er   
(D ecem ber 31 , 2005 , for ca len d ar-year en terp r ises). R etrosp ective  ap p lica tion  for in ter im  fin an cia l 
in form ation  is  p erm itted  b u t is  not required. E arly  adoption o f  th is  FA SB In terp retation  is  encouraged .
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units-of-revenue m ethod is used, th e  DD&A ra te  is com puted on th e  basis of 
cu rren t gross revenues divided by th e  sum  of th e  following: (1) fu tu re  gross 
revenues based  on cu rren t prices (unless fixed and  determ inable changes in  
ex isting  prices a re  provided by contract) from proved reserves and  (2) cu rren t- 
period gross revenues. This DD&A ra te  is m ultip lied  by th e  sum  of (1) unam or­
tized  costs in  th e  pool plus (2) estim ated  fu tu re  expenditures based  on cu rren t 
costs to be incurred  in  developing proved reserves (specified in  th e  reserve re ­
port) p lus (3) estim ated  d ism an tlem en t and  abandonm ent costs n e t of salvage 
value. In  2004, th e  SEC issued  SAB No. 106. SAB No. 106 provides guidance 
regard ing  the  in teraction  of S ta tem en t of F inancial A ccounting S tan d ard s No. 
143, A ccounting  for A sse t R etirem en t O b liga tion s , w ith  the  full cost accounting 
ru les in  A rticle 4-10 of R egulation S-X. FASB S ta tem en t No. 143 requ ires th a t  
upon in itia l recognition of an  ARO, the  associated asse t re tirem en t costs be 
included in  the  capitalized  costs of th e  company. F u tu re  developm ent expendi­
tu re s  will create  an  additional ARO w hen those activ ities a re  perform ed in  the  
fu ture , resu ltin g  in  th e  capitalization  of additional a sse t re tirem en t costs once 
those fu tu re  developm ent costs a re  incurred . Upon adoption of FASB S ta te ­
m en t No. 143, i t  rem ained  unclear w hether full cost com panies should include 
in  th e ir  costs to be am ortized  an  am ount for fu tu re  asse t re tirem en t costs th a t  
a re  expected to re su lt from fu tu re  developm ent activities. SAB No. 106 clarifies 
th a t  com panies should estim ate  the  am ount of d ism an tlem en t and  abandon­
m en t costs th a t  will be incurred  as a  resu lt of fu tu re  developm ent activ ities of 
proved reserves and  includes those am ounts in  th e  costs to be am ortized.
2.118 U nder certa in  circum stances prio r to 1983, th e  cost of unusually  
significant investm en ts in  unproved properties and  m ajor developm ent projects 
could be excluded from capitalized costs to be am ortized. In  Septem ber 1983, the  
SEC adopted R elease No. FRR 14, section 406.01.c.i., w hich provided th a t  the  
cost of all investm en ts in  unproved properties and  m ajor developm ent projects 
expected to en ta il significant costs could be excluded from capitalized  costs to 
be am ortized, subject to th e  following conditions:
•  The properties a re  to be assessed  a t  least annually  for im pairm ent.
•  D ry hole costs a re  included in  th e  am ortization  base imm ediately.
•  G&G costs th a t  cannot be directly associated w ith  specific unevaluated  
properties a re  to  be included in  th e  am ortization  base as incurred.
2.119 F u ll C ost Ceiling. A full cost com pany also determ ines if  th e  value 
of proved reserves and  o ther m ineral asse ts  in  the  cost cen ter a re  adequate  
to recover th e  unam ortized  costs in  th e  full cost pool. This te s t, referred  to  as 
th e  full cost ceiling te s t, is to be com puted for each full cost center. Specifically, 
u n d er SEC requ irem en ts as discussed in  Rule 4-10(c)(4) of R egulation S-X, the  
n e t unam ortized  costs less re la ted  deferred  income taxes should no t exceed 
th e  following: (a) th e  p resen t value of estim ated  fu tu re  n e t revenues com puted 
by applying cu rren t prices of oil and  gas reserves (w ith consideration  of price 
changes only to  th e  ex ten t provided by contractual a rrangem en ts  and  hedge 
ad justed  prices4) to estim ated  fu tu re  production of proved oil and  gas reserves
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4 In  M ay 2 003 , th e  SEC  is su ed  S ta ff  A ccou n tin g  B u lle tin  (SA B ) N o. 103, U pdate o f  Codification  
o f  S ta f f  A ccounting  B u lle tin s . SA B  N o. 103 req u ires th e  com p u tation  o f th e  lim ita tio n  o f  cap ita lized  
costs  to  in c lu d e  th e  im p act o f  ca sh  flow h ed ges. T he price u sed  in  th e  ca lcu la tion  sh ou ld  on ly  
in clu d e th e  h ed ge  a d ju stm en t i f  th e  h ed g e  in stru m en t is  qu a lified  a s  a  h ed g in g  in stru m en t un d er  
FA SB  S ta te m e n t N o. 133, a s  am end ed . T he u se  o f  h ed ge-ad ju sted  p rices sh ou ld  be co n s isten tly  




as of th e  da te  of th e  la te s t balance sheet p resen ted  p lu s  (b ) the  cost of unproved 
properties an d  m ajor developm ent projects no t being am ortized p lu s  (c) th e  
low er of cost o r estim ated  fa ir  value of unproved properties included in  costs 
being  am ortized  less  (d ) the  income tax  effects on the  differences betw een the  
am ount com puted above and  the  ta x  basis of the  properties involved. Any excess 
is charged to  expense an d  separa te ly  disclosed during  th e  y ea r in  which th e  
excess occurs. Even if  th e  cost ceiling subsequently  increases, th e  w rite-off is not 
re in sta ted . However, events occurring subsequent to year-end can be considered 
in  determ in ing  a  write-down. For exam ple, if  additional reserves become proved 
on properties owned a t  year-end or price increases become know n th a t  w ere not 
fixed an d  determ inable  as o f year-end, th e  resu lting  increases in  p resen t value 
can be considered in  com puting the  cost ceiling.
2.120 SAB No. 106 provides guidance regard ing  th e  in teraction  of FASB 
S ta tem en t o f F inancial Accounting S tan d ard s No. 143 which s ta te s  th a t  a  com­
pany  m u st recognize a  liab ility  for an  a sse t re tirem en t obligation a t  fa ir value 
in  th e  period in  w hich the  obligation is incurred , if  a  reasonable estim ate  of 
fa ir value can be m ade. The com pany also m ust in itia lly  capitalize the  associ­
a ted  asse t re tirem en t costs by increasing  long-lived oil an d  gas asse ts  by the  
sam e am oun t as th e  liability. Any a sse t re tirem en t costs capitalized p u rsu a n t 
to  FASB S ta tem en t No. 143 a re  subject to  th e  full cost ceiling lim ita tion  un d er 
Rule 4-10(c)(4) of R egulation S-X. I f  a fte r  adoption of FASB S ta tem en t No. 143, 
a  com pany w ere to  continue calculating  th e  full cost ceiling by reducing ex­
pected fu tu re  n e t revenues by th e  cash flows required  to se ttle  the  ARO, th en  
th e  effect would be to "double-count" such costs in  the  ceiling test. This would 
re su lt as  th e  asse ts  th a t  m u st be recovered would be increased while the  fu tu re  
n e t revenues available to recover the  asse ts  would continue to  be reduced by 
th e  am ount of th e  ARO se ttlem en t cash  flows. SAB No. 106 clarified th a t  th e  
estim ated  cash  outflows associated  w ith  AROs th a t  have been accrued on th e  
balance shee t should be excluded from  th e  estim ated  fu tu re  n e t revenues th a t  
a re  used  in  th e  ceiling tes t.
2.121 SAB No. 106 also requ ires th e  com pany to  provide ce rta in  disclo­
su res in  o rder to  inform  financial s ta tem en t u sers on th e  in teraction  of FASB 
S ta tem en t No. 143 and  th e  full cost ru les. The disclosures in  th e  financial s ta te ­
m en t footnotes an d  M anagem ent’s D iscussion an d  A nalysis should explain  in  
deta il how th e  adoption of FASB S ta tem en t No. 143 im pacts its  accounting 
for oil an d  gas operations. T his disclosure is expected to  address each a rea  
of accounting th a t  is im pacted  or expected to  be im pacted and  should  specifi­
cally address each way th a t  th e  com pany's application of full cost accounting 
h a s  changed a s  a  re su lt o f adoption of FASB S ta tem en t No. 143. These disclo­
su res an d  discussions should include, b u t a re  no t lim ited  to, how th e  com pany’s
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cu rren t sp ot m ark et price. O il and  g a s  producers w h ose  com pu tation  o f  th e  ce ilin g  lim ita tion  in clu d es  
h ed ge-ad ju sted  prices b ecau se  o f  th e  u se  o f  c a sh  flow  h ed ges  a lso  sh ou ld  con sid er  th e  d isc losu re  
req u irem en ts  u n d er SO P  94-6 , Disclosure o f  Certain S ign ifican t R isk s  a n d  U ncertainties. Paragraph  
14 o f  S O P  94 -6  ca lls  for d isc losu re  w h en  it  is  a t  le a s t  reason ab ly  p ossib le  th a t  th e  effects o f  ca sh  flow  
h ed g es  on cap ita lized  co sts  on  th e  rep orted  b a lan ce  s h e e t  d a te  w ill ch an ge  in  th e  n ear  term  du e to  
o n e  or m ore confirm ing ev en ts , su ch  a s  p o ten tia l fu tu re  ch a n g es  in  com m od ity  prices. In  add ition , 
th e  u s e  o f  c a sh  flow  h ed g es  in  c a lcu la tin g  th e  ce ilin g  lim ita tio n  m ay  rep resen t a  typ e  o f  cr itica l 
accou n tin g  policy  th a t  o il an d  g a s  produ cers sh ou ld  con sid er  d isc lo sin g  c o n s isten t w ith  cau tion ary  
advice  provided in  FR -60. T hrough  th is  re lea se , th e  SE C  h a s  encou raged  com p an ies to  in clu d e, w ith in  
th e ir  M D & A  d isc losu res, fu ll exp lan a tion s, in  p la in  E n g lish , o f  th e  ju d g m en ts  and  u n certa in ties  
affec tin g  th e  ap p lica tion  o f  critica l accou n tin g  policies, and  th e  lik elih ood  th a t  m a ter ia lly  d ifferen t 
am ou n ts  w ould  be rep orted  u n d er d ifferen t con d ition s or u s in g  d ifferen t assu m p tion s.
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calculation of th e  ceiling te s t and  depreciation, depletion, and  am ortization  are  
affected by th e  adoption of FASB S ta tem en t No. 143.
2.122 I t  should be recognized th a t  some com panies no t subject to  SEC 
requ irem en ts follow o ther m ethods of com puting th e  cost ceiling.
2.123 A bandonm en ts. U nder th e  successful efforts m ethod, no gain  or loss 
is recognized norm ally  if  only an  individual well or a  single item  of equipm ent is 
abandoned as long as th e  well is p a rt of a  group of proved properties constitu ting  
an  am ortization  base and  the  rem ain ing  properties continue to  produce. The 
a sse t abandoned or re tired  is presum ed to be fully am ortized, an d  its  cost is 
charged ag a in st the  accum ulated  DD&A. Only w hen the  la s t well or property  
ceases to produce and  th e  en tire  property  is abandoned does gain  or loss become 
recognized. However, if  a  catastrophic event or o ther m ajor abnorm ality  resu lts  
in  p a rtia l abandonm ent or re tirem en t of a  proved property  or wells or re la ted  
facilities, a  loss is recognized a t  the  tim e of abandonm ent or re tirem en t. FASB 
S ta tem en t No. 144 am ends FASB S ta tem en t No. 19, see p a rag rap h  1.62 for the  
changes re la ted  to proved and  unproved properties.
2.124 U nder full cost accounting, abandonm ent o r re tirem en t of proved 
properties, wells, and  re la ted  facilities does not re su lt in  any  gain  or loss being 
recognized.
Asset Retirement O bligations #
2.125 FASB S ta tem en t No. 143,* * A ccounting  for A sse t R e tirem en t O b liga ­
tion s, addresses financial accounting and  reporting  for obligations associated 
w ith  th e  re tirem en t o f tangible long-lived asse ts  and  th e  associated a sse t re ­
tirem en t costs such as p lug and  abandonm ent and  platform  dism antlem ent. I t  
applies to legal obligations associated w ith  th e  re tirem en t of long-lived asse ts  
th a t  re su lt from the  acquisition, construction, developm ent and  (or) th e  norm al 
operation  o f a  long-lived asse t, except for certa in  obligations of lessees. As used 
in  FASB S ta tem en t No. 143, a  legal obligation is an  obligation th a t  a  p a rty  is 
requ ired  to se ttle  as a  resu lt of an  existing  or enacted  law, s ta tu te , ordinance, or 
w ritten  or oral contract or by legal construction of a contract u n d e r th e  doctrine 
of a  prom issory estoppel.
2.126 FASB S ta tem en t No. 143 replaces p a rag rap h  37 of FASB S ta tem en t 
No. 19 w ith  th e  following:
Obligations for d ism antlem ent, resto ra tion , and  abandon­
m en t costs should be accounted for in  accordance w ith  the  
provisions of FASB S ta tem en t No. 143, A ccounting  fo r A sset 
R etirem en t O bligations. The estim ated  residual values should 
be ta k e n  in to  account in  determ in ing  am ortization  and  depre­
ciation ra tes .
2.127 FASB S ta tem en t No. 143 requ ires th a t  the  fa ir value* of a  liabil­
ity  for an  a sse t re tirem en t obligation be recognized in  the  period in  which i t  is
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# S e e  footnote # in  p aragraph  2 .114 .
** R ecen tly  th e  FA SB h a s  is su ed  S ta te m e n t N o. 154, A ccounting  Changes a n d  E rror Corrections—  
a replacem ent o f  A P B  Opinion N o. 20  a n d  F A S B  S ta tem en t No. 3. T h is  FA SB  S ta te m e n t sh a ll be effec­
tiv e  for accou n tin g  ch an ges  an d  corrections o f  errors m ad e in  fisca l yea rs  b eg in n in g  a fter  D ecem b er  
15, 2005 . E arly  adoption is  p erm itted  for accou n tin g  ch an ges  and  corrections o f  errors m ad e in  fiscal 
y ea rs  b eg in n in g  a fter  th e  d ate  th is  FA SB S ta te m e n t is  issu ed . T h is FA SB  S ta te m e n t d oes n ot ch an ge  
th e  tra n sitio n  prov ision s o f  a n y  e x is t in g  accou n tin g  pron ou n cem en ts, in c lu d in g  th o se  th a t  are  in  a 
tra n s itio n  p h a se  a s  o f  th e  effec tive  d ate  o f  th is  FA SB  S ta tem en t.
* S ee  footnote * in  paragraph  2 .18 .
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incurred  i f  a  reasonable estim ate  of fa ir  value can  be m ade. I f  a  reasonable es ti­
m ate  of fa ir value cannot be m ade in  th e  period the  a sse t re tirem en t obligation 
is  incurred , th e  liab ility  shall be recognized w hen a  reasonable estim ate  of fa ir 
value can be m ade.
2 .128 As s ta te d  in  p a rag rap h  11 o f FASB S ta tem en t No. 143, upon in i­
tia l recognition of a  liab ility  for an  a sse t re tirem en t obligation, a n  en tity  shall 
capitalize an  a sse t re tirem en t cost by increasing  th e  carry ing  am oun t o f the  
re la ted  long-lived a sse t by th e  sam e am oun t as th e  liability. A n en tity  shall 
subsequently  allocate th a t  a sse t re tirem en t cost to  expense using  a  system atic  
and  ra tio n a l m ethod over its  useful life.
2 .129 As s ta ted  in  p a rag rap h  13 of FASB S ta tem en t No. 143, in  periods 
subsequen t to  in itia l m easurem ent, an  en tity  shall recognize period-to-period 
changes in  th e  liability  for an  a sse t re tirem en t obligation resu ltin g  from (a) 
th e  passage of tim e and  (b) revisions to  e ith e r th e  tim ing  or the  am ount of 
th e  original es tim ate  of undiscounted cash flows. An en tity  shall m easure  and  
incorporate changes due to  th e  passage of tim e in to  th e  carry ing  am ount of 
th e  liab ility  before m easu ring  changes re su ltin g  from  a  revision to  e ith e r the  
tim ing  or th e  am oun t o f e stim ated  cash  flows.
2 .130 A n e n tity  shall m easu re  changes in  th e  liab ility  for an  a sse t re ­
tirem en t obligation due to  passage of tim e by applying an  in te re s t m ethod of 
allocation to  th e  am oun t o f th e  liability  a t  th e  beginning of th e  period, a s  s ta ted  
in  p a rag rap h  14 of FASB S ta tem en t No. 143. The in te re s t ra te  used  to  m easure  
th a t  change shall be th e  cred it-ad justed  risk-free ra te  th a t  existed  w hen the  
liability, o r portion thereof, w as in itia lly  m easured . T h a t am ount, referred  to  as 
accretion expense, shall be recognized as  an  increase in  th e  carry ing  am ount of 
th e  liability  and  as  an  expense classified as an  operating  item  in  th e  s ta tem en t 
of income.
2.131 P a rag rap h  15 of FASB S ta tem en t No. 143 requ ires changes resu lting  
from  revisions to  th e  tim ing  or th e  am ount of th e  original es tim ate  of u nd is­
counted cash  flows shall be recognized as a n  increase or a  decrease in  (a) th e  
carry ing  am ount of the  liab ility  for a n  a sse t re tirem en t obligation an d  (b ) th e  re ­
la ted  a sse t re tirem en t cost cap italized  as  p a r t  o f the  carry ing  am oun t o f th e  
re la ted  long-lived asset.
2.132 D isclosures. In  accordance w ith  p a rag rap h  22 of FASB S ta tem en t 
No. 143, an  en tity  shall disclose th e  following inform ation abou t its  a sse t re ­
tirem en t obligations:
а. A general descrip tion  o f th e  a sse t re tirem en t obligations and  th e  
associated  long-lived assets.
b. The fa ir value of asse ts  th a t  a re  legally restric ted  for purposes of 
se ttling  asse t re tire m e n t obligations.
c. A reconciliation of th e  beginn ing  an d  end ing  aggregate carry ing  
am oun t o f a sse t re tirem en t obligations show ing separa te ly  th e  
changes a ttr ib u ta b le  to  (1) liab ilities incurred  in  th e  cu rren t pe­
riod, (2) liab ilities se ttled  in  th e  c u rre n t period, (3) accretion ex­
pense, an d  (4) revisions in  estim ated  cash  flows, w henever th e re  is 
a  significant change in  one or m ore of those  four com ponents during  
th e  repo rting  period.
I f  th e  fa ir  value o f a n  a sse t re tire m e n t obligation cannot be reasonably  es ti­
m ated , th a t  fact an d  th e  reasons therefore shall be disclosed.
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2.133 D ism an tlem en t and  resto ra tion  costs w ere ta k e n  in to  account 
in  determ in ing  am ortization  and  depreciation  ra te s  u n d er FASB S ta tem en t 
No. 19. Consequently, m any en titie s  recognized a sse t re tirem en t obligations 
as  a  contra-asset. U nder FASB S ta tem en t No. 143, those obligations a re  rec­
ognized as  a  liability. Also, u n d e r FASB S ta tem en t No. 19 th e  obligation w as 
recognized over the  useful life of th e  re la ted  asset. FASB S ta tem en t No. 143 
requ ires th e  obligation to be recognized w hen th e  liability  is incurred .
2.134 U pon in itia l application  of FASB S ta tem en t No. 143, the  com puted 
am ounts of depletion and  accretion expenses should be m easu red  from  the  
inception of each obligation; n e t of any  re tirem en t expense accrued u n d er the  
previous m ethod, and  should be recognized as  a  change in  accounting principle 
as described in  p a rag rap h  20 of APB Opinion No. 20.**
2.135 As a  re su lt of adopting  FASB S ta tem en t No. 143 th e re  h a s  been 
an  increase in  th e  am ounts o f asse ts  and  liabilities reported  by oil and  gas 
producers. In  addition , th e  com bination of depletion and  accretion expenses 
recognized u n d e r FASB S ta tem en t No. 143 m ay re su lt in  a  g rea te r portion of 
th e  to ta l re tirem en t expense being recognized in  th e  la te r  years o f an  oil or gas 
property 's life, a  period in  w hich operating  cash  flows often decline rapidly.
Conveyances
2.136 The oil and  gas in d u stry  is cap ital-in tensive an d  usually  associated 
w ith  considerable risks. These characteristics, along w ith  th e  w asting, nonre­
generative  n a tu re  of its  m ost significant asse t, requ ire  com panies to  continually  
expand th e ir  exploration efforts and  cap ita l com m itm ents. Oil an d  gas com pa­
nies desiring  to sp read  th e  risk s  and  to  genera te  th e  funds necessary  to  explore 
and  develop properties will often convey an  economic in te re s t in  a  p roperty  to 
an o th e r p a rty  in  re tu rn  for financing or o ther considerations. A conveyance is 
th e  assignm ent o r tra n sfe r  o f m ineral righ ts, u sua lly  a  portion  of th e  w orking 
in te re s t, to an o th er entity. A conveyance m ay involve a  tra n sfe r  of all or p a r t  
o f th e  rig h ts  an d  responsibilities of developing and  opera ting  a  property.
Forms of Conveyances
2.137 Several types of economic in te re s ts  a re  commonly associated  w ith  
oil and  gas properties. The "m ineral in te rest" is th e  ow nership of th e  rig h t to 
explore for an d  produce th e  m inerals  underly ing  th e  surface of a  property. An 
ow ner of th e  m ineral in te re s t would not necessarily  own th e  surface righ ts. 
M ost leasing  tran sac tio n s involve th e  lease of operating  rig h ts  of th e  m ineral 
in te re s t to an  oil com pany w ith  th e  lessor re ta in in g  a  royalty  in te rest.
2.138 The w orking in te re s t norm ally  operates th e  property, paying m ost 
of th e  costs of exploration, developm ent, and  production. The w orking in te re s t 
is also norm ally en titled  to a ll th e  revenues genera ted  by th e  property, n e t of 
any  royalties or overriding royalties. The w orking in te re s t can also assign  a 
portion of its  in te re s t, thereby  creating  a  jo in t w orking in te rest. This allows 
th e  orig inal w orking in te re s t to sp read  its  r isk  and  sh are  th e  costs incurred .
2.139 O ften, th e  w orking in te re s t ow ner will carve ou t and  convey to a n ­
o ther en tity  a  nonoperating  in te rest. This in te re s t m ay be a n  "overriding royalty  
in terest,"  w hich is s im ilar to a  royalty  in te re s t except th a t  i t  is created  ou t of 
a  w orking in te re s t ra th e r  th a n  ou t of th e  original m inera l in te re s t or a  n e t 
operating  in te rest.
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2.140 A nother in te re s t c rea ted  ou t o f th e  w orking in te re s t is th e  "produc­
tion  paym ent." P roduction  paym ents a re  generally  used  to finance developm ent 
o f a  property. T he ow ner of a  production paym ent is en titled  to  a  specified sh are  
of th e  production of a  p roperty  u n til a  designated  am oun t of m oney o r prod­
u c t is  genera ted  from  th e  property. A fter th e  te rm s of th e  production paym ent 
a re  satisfied , th e  in te re s t rev erts  to  th e  w orking in te re s t from  w hich i t  was 
created .
2.141 In  addition  to  th e  sale of royalty  or w orking in te res ts  and  production 
paym ents, common form s of conveyances include free-well agreem ents, carried  
in te re s ts , farm -outs, and  un itizations.
2.142 U nder a  free-well agreem ent, th e  w orking in te re s t ow ner assigns a 
sh are  of th e  w orking in te re s t or some type of nonoperating  in te re s t to ano ther 
p a rty  in  re tu rn  for th e  drilling  of one or m ore wells on th e  property  by the  o ther 
party. I f  oil or gas is found, th e  p a rtie s  im m ediately  begin sharing  revenues 
an d  expenses in  th e  proportions called for in  th e  contract, b u t n e ith e r p a rty  
recovers any  p a r t of costs before sh arin g  begins.
2.143 In  cases w here th e  w orking in te re s t ow ner tran sfe rs  all or p a r t  of the  
operating  rig h ts  to an  assignee in  re tu rn  for the  la tte r 's  assum ption  of all or p a rt 
of th e  developm ent, th e  tran sac tio n  is referred  to  as a  farm -out. The assignor 
usua lly  re ta in s  a n  overriding royalty  b u t m ay re ta in  any  type of in te rest.
2.144 C arried -in te rest a rran g em en ts  can be categorized in to  two types:
1. C arried  in terest for p rodu ction  p ro p erty  life. In  th is  a rrangem en t, 
one p a rty  (the  carried  party ) assigns an  individual portion of a  lease 
to  an o th er p a rty  (the  carry ing  party ) to develop and  operate  u n til all 
costs—perhaps plus a n  additional percen tage of such costs—have 
been recovered ou t of production from th e  property. A t pay-out, th e  
carried  p a rty  begins to  receive its  sh a re  of th e  proceeds in  excess of 
its  sh a re  of th e  costs.
2. C arried  in terest fo r  p e r io d  o f  in itia l developm ent. In  th is  a rran g e ­
m en t, th e  carried  p a rty  begins to  sh are  in  th e  revenues an d  ex­
penses a s  soon as th e  carry ing  p a rty  recovers a ll costs incurred  in  
connection w ith  th e  drilling  of th e  firs t well.
2.145 A nother form  of jo in t in te re s t is  a  u n itiza tion . In  u n itiza tion  tra n s ­
actions ow ners o f a ll in te re s ts  in  a  geological s tru c tu re  agree to  give up  th e ir  
sh a res  in  th e  ind iv idual properties, receiving in  exchange a  fractional sh a re  in  
th e  un itized  properties. The in te re s t received by each is usua lly  in  proportion 
to  th e  estim ated  reserves con tribu ted  to  th e  u n it  by th a t  party. P roperties m ay 
no t be a t  th e  sam e stage of developm ent, however. I t  m ay be necessary  for some 
p a rtie s  to  con tribu te  cash  a n d  o thers  to  receive cash  to  "equalize" th e  values 
given an d  received for equ ipm ent an d  drilling  costs.
Accounting for Conveyances
2.146 M ineral p roperty  conveyances an d  re la ted  tran sac tio n s m ay be clas­
sified according to  th e ir  n a tu re s  a s  sales, borrowings, exchanges of nonm onetary  
asse ts , poolings of in te re s ts  in  jo in t u ndertak ings, o r some com bination thereof.
2 .147 Because th e  form s of conveyances will vary  widely, a re  generally  
complex, and  often will no t fit exactly w ith in  th e  accounting lite ra tu re , a  tho r­
ough u n d ers tan d in g  of th e  form  is  necessary  to  reach  a  p roper conclusion. In  
addition , th e  aud ito r should be aw are th a t  th e  form  of th e  conveyance m ay have
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significant ta x  consequences. G uidance on accounting for conveyances can  be 
found in  p a rag rap h s 42 th rough  47 of FASB S ta tem en t No. 19, a s  am ended by 
FASB S ta tem en t No. 144, for th e  successful efforts m ethod and  R egulation  S-X, 
4-10(c)(6) for th e  full cost m ethod. Also th e  FASB’s D erivatives Im plem entation  
G roup issued  guidance in  S ta tem en t 133 Im plem en ta tion  Issue B 11, E m b ed d ed  
D eriva tives: V olum etric P roduction  P aym en ts . T h a t im plem entation  issue pro­
vides guidance on volum etric production paym ents for which the  q u an tity  of the  
commodity th a t  will be delivered is reliably de term inab le .†† FASB S ta tem en t 
No. 153, Exchanges o f  N onm onetary A sse ts—an am en dm en t o f  A P B  O pin ion  No. 
29 , am ends p arag rap h  4 of APB Opinion No. 29 to exclude th e  following tra n s ­
actions from being accounted for un d er th e  provisions o f APB Opinion No. 29 as 
am ended  by FASB S ta tem en t No. 153: (1) a  pooling of a sse ts  in  a  jo in t under­
tak in g  in tended  to  find, develop, or produce oil or gas from a  pa rticu la r property  
or group of p roperties, as  described in  p a rag rap h  44 of FASB S ta tem en t No. 19, 
F inan cia l A ccounting  a n d  R eportin g  by O il a n d  G as P rodu cin g  C om panies, as 
am ended by FASB S ta tem en ts  No. 144, A ccounting  for the Im p a irm en t or D is ­
p o sa l o f  Long- L ived  A sse ts , No. 145, R escission  o f  FA SB  S ta tem en ts  No. 4, 44, 
a n d  64, A m en dm en t o f  FA SB  S ta tem en t No. 13, a n d  Technical C orrections, and  
No. 153, Exchanges o f  N onm onetary A sse ts , and  (2) the  exchange of a  p a r t  of an  
operating  in te re s t owned for a  p a rt of an  operating  in te re s t owned by an o th er 
p a rty  th a t  is subject to p a rag rap h  47(e) of FASB S ta tem en t No. 19.
Commodity Derivative Activities
2.148 Oil and  gas producers m ay be involved in  commodity derivative ac­
tivities. Commodity derivative activ ities including sw aps and  option contracts 
linked  to  oil or n a tu ra l gas as well as s im ilar forw ard, fu tu re , an d  option posi­
tions, fall w ith in  th e  scope of FASB S ta tem en t No. 133, A ccounting  fo r D eriva ­
tive  In stru m en ts  a n d  H edg ing  A c tiv itie s , as  am ended. W ith the  adoption of 
FASB S ta tem en t No. 133, as am ended, oil an d  gas producers a re  significantly 
im pacted  by th e  expanded scope of these  S tandards. Physical con tractual agree­
m en ts p u t in  place on a  day-to-day basis a re  now w ith in  th e  scope of these  new 
rules. The "norm al purchase  or norm al sales" c rite ria  have a  g rea t am ount of 
subjectivity  involved an d  po ten tially  opens up  such contracts to  derivative ac­
counting applications. The adoption of FASB S ta tem en t No. 133, a s  am ended, 
requ ires a  b roader application  of m ark-to -m arket accounting based  on changes 
in  fa ir value.*, 5 The decision to qualify  for hedge accounting or to no t designate 
th e  use of derivative in s tru m en ts  as  e ith e r fa ir value hedges or cash  flow hedges
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† In  D ecem b er 20 0 4 , th e  FA SB  is su ed  FA SB  S ta te m e n t N o. 153, E xchanges o f  N onm onetary  
A sse ts— an  am en d m en t o f  A P B  O pinion No. 29. T he FA SB S ta te m e n t am en d s A P B  O pin ion  N o. 29 , 
A ccounting  fo r  N onm onetary  Transactions, to  e lim in a te  th e  excep tion  for n on m on etary  exch an ges  
o f  s im ila r  produ ctive a s se ts  an d  rep laces  i t  w ith  a gen era l excep tion  for exch a n g es  o f  non m onetary  
a s s e ts  th a t  do n o t h a v e  com m ercia l su b stan ce . A  n on m on etary  exch an ge  h a s  com m ercia l su b sta n ce  
i f  th e  fu tu re  cash  flow s o f th e  e n tity  are  exp ected  to  ch an ge  sign ifican tly  a s  a  r e su lt  o f  th e  exch an ge. 
T h e FA SB  S ta te m e n t req u ires th a t  ex ch an ges  o f  produ ctive a s se ts  be accou nted  for b ased  on th e  fa ir  
v a lu e s  o f  th e  a s se ts  in vo lved , u n le s s  th e  exch an ge  tra n sa c tio n  d oes n o t h ave  com m ercia l su b stan ce . 
T h e F A S B  S ta te m e n t a lso  am en d s FA SB  S ta te m e n ts  N o. 19, N o. 140, an d  N o. 144. T he p rov is ion s o f  
FA SB  S ta te m e n t N o. 153 are effec tive  for n on m on etary  a s se t  ex ch a n g es  occu rrin g in  fisca l periods  
b eg in n in g  a fter  J u n e  15, 2 005 . E arlier  ap p lica tion  is  p erm itted  for n on m on etary  a s se t  ex ch an ges  
occu rrin g in  fiscal p eriods b e g in n in g  a fter  th e  d a te  th e  FA SB  S ta te m e n t w a s issu ed . T he prov ision s  
o f th e  FA SB  S ta te m e n t sh ou ld  b e  app lied  prospectively.
* S e e  footnote * in  p aragraph  2 .18 .
5 R ead ers  sh ou ld  refer  to  p aragrap h s 5 .9 4  th rou gh  5 .1 0 3  for gu id an ce  on a u d itin g  fa ir  va lu e  
m ea su rem en ts  an d  d iscu ssion s.
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is an  elective process. For g rea te r detail, refer to th e  respective D erivatives Im ­
plem entation  Group (DIG) issues for im plem entation  guidance.
2.149 FASB S ta tem en t No. 133, as  am ended, estab lishes accounting and  
reporting  s tan d a rd s  for derivative in s tru m en ts , including certa in  derivative 
in s tru m en ts  em bedded in  host contracts, (collectively referred  to  as em bed­
ded derivatives) and  for hedging activities. I t  requ ires th a t  an  en tity  recognize 
all derivatives as e ith e r asse ts  or liab ilities in  th e  s ta tem en t of financial po­
sition and  m easure  those investm ents a t  fa ir value. I f  certa in  conditions a re  
m et, a  derivative m ay be specifically designated  as (a) a  hedge of the  exposure 
to  changes in  the  fa ir value of a  recognized asse t or liability  or a n  unrecog­
nized firm  com m itm ent, (6) a  hedge of th e  exposure to variable cash flows of 
a  forecasted transac tion , or (c) a  hedge of the  foreign currency exposure of a  
n e t investm en t in  a  foreign operation, a n  unrecognized firm  com m itm ent, an  
available-for-sale security, or a  foreign-currency-denom inated forecasted tra n s ­
action. The accounting for changes in  th e  fa ir value of a  derivative ( th a t is, gains 
an d  losses) depends on th e  in tended  use of the  derivative and  th e  resu lting  
designation. FASB S ta tem en t No. 133 (parag raphs 44-47) also contains ex ten ­
sive disclosure requirem ents. R eaders should refer to  th e  full tex t of th e  S ta te ­
m en t w hen considering accounting and  reporting  issues re la ted  to  derivative 
in stru m en ts  and  hedging activities. The FASB has estab lished  the  D erivatives 
Im plem entation  Group (DIG) to a ssis t the  Board and  its  s ta ff  in  providing im ­
plem entation  guidance regard ing  FASB S ta tem en t No. 133. Issues addressed  
by th e  DIG and  th e  s ta tu s  o f re la ted  guidance can be found a t  the  FASB 's Web 
site  www.fasb.org. C erta in  decisions a ris in g  from th e  DIG process th a t  requ ired  
specific am endm ents to  FASB S ta tem en t No. 133 w ere incorporated  in to  FASB 
S ta tem en t No. 138.
2.150 In  A pril 2003, th e  F inancial Accounting S tandards Board issued  
FASB S ta tem en t No. 149,‡‡ A m en dm en t o f  S ta tem en t 133 on D eriva tive  In ­
stru m en ts  a n d  H edg ing  A c tiv itie s , to am end and  clarify financial accounting 
and  repo rting  for derivative in stru m en ts , including certa in  derivative in s tru ­
m en ts  em bedded in  o ther contracts (collectively referred  to as derivatives) and  
for hedging activ ities u n d e r FASB S ta tem en t No. 133, A ccounting  for D eriva ­
tive  In stru m en ts  a n d  H edg in g  A c tiv itie s . The changes in  FASB S ta tem en t No. 
149 im prove financial reporting  by requ iring  th a t  contracts w ith  com parable 
characteristics be accounted for sim ilarly. In  particu lar, th e  FASB S ta tem en t
(1) clarifies u n d er w ha t circum stances a  contract w ith  an  in itia l n e t investm en t 
m eets th e  characteristic  of a  derivative discussed in  parag rap h  6(b) of FASB 
S ta tem en t No. 133, (2) clarifies w hen a  derivative contains a  financing com­
ponent, (3) am ends th e  definition of a n  underly ing  to conform it  to language 
used  in  FASB In te rp re ta tio n  No. 45, G uarantor's A ccounting  a n d  D isclosure  
R equirem ents fo r  G uarantees, In clu d in g  In d irect G uaran tees o f  Indeb tedness o f  
O th ers , an d  (4) am ends certa in  o th er ex isting  pronouncem ents.
2.151 FASB S ta tem en t No. 149 am ends FASB S ta tem en t No. 133 for cer­
ta in  decisions m ade by th e  B oard as p a r t  o f th e  D erivatives Im plem entation  
Group (DIG) process. For those am endm ents th a t  re la te  to FASB S ta tem en t 
No. 133 im plem entation  guidance, th e  specific FASB S ta tem en t No. 133 Imple-
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‡ FA SB  S ta te m e n t N o. 149 is  e ffec tive  for con tracts en tered  in to  or m odified  a fter  J u n e  3 0 ,  2003 , 
excep t a s  s ta te d  in  paragraph  4 0  o f  FA SB  S ta te m e n t N o. 149. T h e FA SB  S ta te m e n t a lso  is  e ffec tive  
for h ed g in g  r e la tio n sh ip s  d es ig n a ted  a fter  J u n e  30 , 20 0 3 , excep t a s  s ta te d  in  paragraph  4 0  o f  FA SB  
S ta te m e n t N o. 149. E xcep t a s  s ta te d  in  p aragraph  4 0  o f  FA SB  S ta te m e n t N o. 149, a ll prov ision s o f  
th e  FA SB  S ta te m e n t sh ou ld  be ap p lied  prospectively.
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m enta tion  Issue necessita ting  th e  am endm ent is identified. I f  th e  am endm ent 
re la te s  to  a  cleared issue, th e  clearance date  also is noted.
2.152 SAS No. 92, A u d itin g  D eriva tive  Instrum en ts, H edg ing  A ctiv ities, 
a n d  In vestm en ts in  Secu rities, as am ended (AICPA, P rofessional S ta n d a rd s , vol. 
1, AU sec. 332; and  for aud its  conducted in  accordance w ith  PCAOB S tandards: 
AICPA, PC A O B  S ta n d a rd s  a n d  R ela ted  R u les, AU sec. 332), provides guidance 
to aud ito rs in  p lanning  and  perform ing aud iting  procedures for assertions about 
derivative in strum en ts , hedging activities, and  investm en ts in  securities. In  
addition, th e  AICPA issued  an  A udit G uide A u d itin g  D eriva tive  Investm ents, 
H edgin g  A ctiv ities, a n d  In vestm en ts in  Secu rities, as a  com panion guide to  SAS 
No. 92.
Business Activities of the Oil and Gas Producing Industry
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Chapter 3
Tax Considerations*
3.01 Taxes rep resen t one o f th e  m ajor costs affecting oil and  gas producing 
com panies. A general un d erstan d in g  of th e  principal types of taxes an d  th e ir  
im pact on th e  in d u stry  is essen tia l to p lann ing  and  perform ing an  au d it o f an  
oil and  gas com pany's financial sta tem en ts.
3 .02 The discussion in  th is  ch ap ter is in tended  to be only an  overview. 
Tax law s a re  subject to  continuous change as a  re su lt of legislation, regulatory  
action, and  jud icial in te rp re ta tio n .
Income Taxes
3.03 In  general, income taxes affect oil and  gas operations in  th e  sam e 
m an n er as they  do o th er com panies. However, th e  income tax  provisions re la ted  
to oil and  gas a re  am ong th e  m ost complicated. Tax considerations affect the  
economics o f m any transac tions in th e  in dustry  to such an  ex ten t th a t  they  m ay 
become one of the  determ in ing  factors in  m aking  decisions. T his economic effect 
and  th e  im pact on financial reporting  m eans th a t  the  aud ito r should  have an  
und erstan d in g  of some of th e  principal income tax  considerations.
Intangible Drilling and Development Costs
3.04 In tangib le d rilling  and  developm ent costs (IDC) rep resen t costs th a t  
in  them selves have no salvage value and  are  incurred  inciden t to, and  are  nec­
essary  for, th e  drilling  of wells and  the  p repara tion  of wells for the  production 
of oil and  gas (for exam ple, item s such as a  d rilling  contractor's footage or daily 
ra te  charges, m ud and  chem icals, perforating, electric logging, and  cem enting 
qualify for tre a tm e n t as IDC). Item s such as casing and  tub ing  do no t qua l­
ify; however, th e  re la ted  cost of in sta lla tion  does. Costs applicable to line pipe, 
storage tan k s, an d  com parable costs, including in s ta lla tio n  costs, a re  no t con­
sidered  IDC (not re la ted  to th e  d rilling  and  p repara tion  of wells for production), 
b u t these  costs a re  tre a te d  as  p a r t  of the  cost of tangible property.
3.05 A taxpayer m ay elect to deduct dom estic IDC by claim ing a  deduction 
for such costs on th e  tax  re tu rn  for th e  firs t taxable y e a r during  w hich the  
taxpayer incurred  or paid such costs. A fa ilu re  to deduct such costs is deem ed an  
election to capitalize and  deplete IDC. Such election is b inding on th e  taxpayer 
for subsequen t years.
3.06 Only 70 percen t o f dom estic IDC expenditures of a n  in teg ra ted  oil 
com pany m ay be deducted in  th e  year paid  or incurred . The rem ain ing  30 per­
cent m u st be deducted ra tab ly  over sixty m onths beginning w ith  the  m onth  
such costs w ere paid  or incurred . An ind ividual owning a  w orking in te re s t 
(o ther th a n  th rough  a  lim ited  business in te rest) in  a  property  m ay elect to cap­
italize IDC and  am ortize i t  over a  five-year period. I f  an  ind ividual is allocated 
IDC deductions th rough  a  lim ited  p artne rsh ip , such costs a re  subject to an  
election to  be am ortized  ra tab ly  over a  ten -year period. These elections a re  in  
addition  to  th a t  applicable to  deducting  IDC. An ind ividual m ay be inclined to *
* R ead ers sh ou ld  refer  to  curren tly  en acted  prov ision s o f  th e  In tern a l R even u e C ode for ch an ges  
th a t h ave been  m ad e su b seq u en t to th e  pu blication  o f th is  G uide.
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m ake such elections for various reasons (for exam ple, to avoid m inim um  tax  
paym ents). Generally, any  IDC incurred  outside of th e  U.S. m u st be capitalized 
and  am ortized  ra tab ly  over a  te n  year period or capitalized to  th e  depletable 
base of th e  property  and  th en  depleted.
3.07 Producers o f oil an d  gas a re  en titled  to  a  deduction for depletion to  
recover capitalized  leasehold costs. The costs to  be recovered th rough  depletion 
rep re sen t those (a) th a t  m u st be capitalized  in  connection w ith  acquisition of th e  
taxpayer’s in te re s t in  th e  property  an d  (b ) th a t  a re  n o t recoverable th rough  de­
preciation  (including capitalized  IDC). Such costs m ay rep resen t bonuses paid  
to  a  lessor, am ounts paid  for a  royalty  in te re s t, G&G costs requ ired  to  be cap­
italized , an d  o th er types of expenditures re la ted  to  acquisition  of th e  in te rest.
3.08 D epletion deductions m ethodologies include cost and  percentage de­
pletion. All taxpayers a re  en titled  to  cost depletion deductions. D eductions for 
percentage depletion a re  covered by specific exceptions to  a  general ru le  th a t  
such deductions a re  norm ally no t allowable w ith  respect to  oil and  gas produc­
tion. Percentage depletion is available to  certa in  taxpayers u n d er an  exem ption 
applicable to  specified dom estic gas w ells and  ano ther exem ption applicable to  
independen t producers an d  royalty  owners. Generally, in teg ra ted  oil com panies 
th a t  refine 50,000 o r m ore b a rre ls  o f oil on any  one day during  th e  taxab le  year 
do n o t qualify  for th e  percentage depletion methodology. The allowable deduc­
tion  for depletion is th e  h igher o f percentage or cost depletion, determ ined  on an  
individual p roperty  basis. Percentage depletion in  excess of th e  tax-cost basis 
in  a  p roperty  is a  p e rm an en t difference in  determ in ing  th e  provision for income 
taxes.
3.09 The aud ito r should be aw are of the  im portance a ttached , for tax  pu r­
poses, to  associating  th e  producer w ith  th e  holding of an  economic in te rest. The 
holder of the  economic in te re s t in  th e  property  is the  p a rty  who m ay be en titled  
to  th e  deduction for depletion. An economic in te re s t in  the  property  can be held 
by a  tax p ay er a s  th e  re su lt of a  d irect in te re s t held  in  th e  m inerals  th rough  a 
fee t itle  re su ltin g  from  a  lease, th rough  an  assignm ent from  th e  original lessee 
(or previous assignees of th e  original lessee), o r th rough  an o th er contractual 
a rran g em en t (such as  ce rta in  n e t profits in te re s t a rrangem ents). U nder IRS 
ru les, th e  holder of th e  in te re s t m u st have th e  rig h t to  share  in  proceeds from 
th e  sale of the  reserves ra th e r  th a n  a  rig h t to  receive com pensation for services 
rendered .
3.10 An independen t p roducer is defined a s  one who does no t directly, or 
th ro u g h  a  re la ted  party, engage in  ce rta in  specified re ta ilin g  o r refin ing ac­
tiv ities involving oil and  gas or products derived therefrom . Independen t pro­
ducer s ta tu s  can re su lt in  su b stan tia l benefits w ith  respect to income taxes. The 
possession of such a  s ta tu s  would control eligibility for deducting  percentage 
depletion.
Conveyances
3.11 As discussed in  C h ap te r 2, conveyances in  th e  oil and  gas industry  
tak e  a  wide varie ty  of forms. In  m any of these  transac tions, th e  income tax  
tre a tm e n t varies significantly  from th e  accounting trea tm en t. B ecause of th e  
effect on th e  financial s ta tem en ts  and  the  economic im pact, conveyances should 
be carefully review ed an d  th e  te rm s an d  provisions analyzed to  determ ine the  
appropria te  tax  trea tm en t.
Depletion
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Common Tem porary Differences
3.12 In  addition  to  tem porary  differences re la ted  to IDC deductions and  
depletion provisions, o ther common tem porary  differences m ay be encountered, 
depending on th e  m ethod of accounting used  for financial s ta tem en t purposes. 
E xhib it 3-1 sum m arizes th e  m ost common tem porary  differences.
Exhibit 3 - 1
Common Temporary Differences
Successfu l Incom e
Tem porary D ifference E fforts F u ll Cost Tax
P rospecting  C osts (P re­
acquisition  exploration 
costs)
G&C costs Expense C apitalize (1)
E xplora tion  C osts  
(Postacquisition)
C arry ing  costs of 
undeveloped properties
D elay ren ta ls Expense C apitalize O ptional
Ad valorem  taxes Expense C apitalize O ptional
Legal costs of title  
defense Expense C apitalize C apitalize
D irect costs of 
m ain ta in in g  lan d  and  
lease records Expense C apitalize Expense
Costs to  p repare  well 
location for d rilling  
exploratory wells and  
in tangib le d rilling  costs
Proved reserves a re  
found C apitalize C apitalize Expense(2)
No proved reserves are  
found Expense C apitalize Expense
D ry hole contribution Expense C apitalize (3)
Bottom  hole contribution Expense C apitalize C apitalize(3)
ID C  (D evelopm ent Wells) C apitalize C apitalize O ptional(4)
(usually
expense)
D isposition  o f  C a p ita lized  
C osts
D epletion Expense Expense Expense(5)
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T em porary D ifference
Successfu l
E fforts F u ll C ost
Incom e
Tax
A ban donm en ts  
A property  th a t  is  a  portion 
of an  am ortization  base No loss No loss Loss
becomes w orthless recognized recognized recognized(6)
Book provision for 
abandonm ents Expense N/A Nondeductible
A m ortization base becomes Loss Loss Loss
w orth less recognized recognized recognized(6)
Im pairm en t valuation  
allowances for unproved 
properties Expense N/A Nondeductible
C onveyances a n d  R e la ted  
T ransactions (7) (7) (7)
S a le  o f  P a rt o f  an  In terest 
O w ned
S u b stan tia l uncerta in ty  
exists concerning 
recovery of costs 
applicable to  re ta in ed  
in te re s t o r se ller h as  




No gain  or 
loss G ain or loss
fu tu re  perform ance recognized recognized recognized(8)
N O T E S
(1) G&G costs are  capitalized  if  such costs would be associated w ith  th e  
acquisition  of a  property; otherw ise they  are  deducted.
(2) tre a tm e n t of costs of drilling  exploratory-type s tra tig raph ic  te s t 
wells is unse ttled .
(3) Incom e tax  tre a tm e n t is unsettled . IRS position is th a t  dry  hole and  
bottom  hole contributions should be capitalized  (Rev. Rul. 80-153). M any 
taxpayers continue to  contend th a t  a ll dry hole contributions should be ex­
pensed, as should bottom  hole contributions if  dry.
(4) In tangib le  costs of d rilling  disposal wells a re  capitalized and  depreci­
a ted  for tax  purposes. IDC re la ted  to certa in  carried  in te res ts  should be 
separa te ly  identified because i t  m ay have to be capitalized  for tax.
(5) The difference betw een ta x  depletion an d  book depletion m ay be a  tem ­
porary  difference. "Tax preference" depletion (depletion in  excess of basis) 
is a  p erm anen t difference.
(6) Loss is recognized only if  to ta l property  is abandoned; no deduction is 
tak en  for p a rtia l abandonm ents.
(7) Conveyances and  re la ted  tran sac tio n s m ay cause tem porary  differences. 
Such transac tions should be investigated  on an  individual basis to  deter­
m ine any differences betw een book and  tax  accounting. Consider special 
ta x  tre a tm e n t of carried  in te re s ts  (Rev. Rul. 77-176), farm -outs, tax  p a r t­
nersh ips, and  th e  like.
(8) Conveyances of an  in te re s t w here conveyer re ta in s  a n  overriding roy­
alty, n e t profits in te re s t, or o th e r in te re s t should be separate ly  identified 
because tax  tre a tm e n t is d ifferent th a n  w hen an  o u trig h t sale  occurs.
AAG-OGP 3.12
Tax Considerations 57
Ad Valorem and Severance Taxes
3.13 Ad valorem  and  severance taxes a re  assessed  by s ta te  and  local tax ing  
au thorities. Again, a  detailed  coverage of ad  valorem  and  severance taxes is 
no t w ith in  th e  scope of th e  guide. However, th e  following points a re  w orth  
m entioning.
•  Severance and  ad  valorem  taxes a re  deductible for income ta x  p u r­
poses. B oth m u st be allocated to the  appropria te  property  w hen calcu­
la tin g  "net income from the  property" applicable to determ in ing  lim i­
ta tio n s for percentage depletion and  WPT.
•  Severance and  ad  valorem  taxes are  norm ally applicable a t  the  
revenue-in terest level (as opposed to lease operating  expenses appli­
cable a t  the  w orking-in terest level).
3.14 Tax reporting  requ irem en ts for severance and  ad  valorem  taxes will 
vary  depending on th e  applicable s ta te  or local s ta tu te s  and  regulations.
Tax Credit for Fuels From Nonconventional Sources 
(Note: This Credit Expired for Fuels Sold After 
Dec. 31, 2003)
3.15 The ta x  cred it for fuels from nonconventional sources is a  cred it w ith  
respect to certa in  qualified production from item s such a s  geopressured brine, 
D evonian shale, coal seam s and  tig h t form ations. Basically a  non-refundable 
credit ag a in st a  tax  liability  is allowed to  taxpayers selling dom estic qualified 
fuels to  u n re la ted  parties. To qualify, the  fuel and  th e  production location m ust 
m eet specific requirem ents. Q ualified fuels include ta r  an d  shale  sands, gas 
produced from  geopressured brine, D evonian shale, coal seam s or tig h t sands, 
gas from biom ass and  liquid, gaseous or solid syn thetic  fuels produced from 
qualifying processed wood fuels and  steam  produced from solid ag ricu ltu ra l by­
products o ther th a n  tim ber. For the  above fuels to  qualify they  m u st e ith e r have 
been produced from a  well drilled  betw een Ja n u a ry  1 ,  1980 and  D ecem ber 31, 
1992 or have been produced from  a  facility placed in  service betw een those 
dates. Sale of th e  fuels m u st occur a fte r J a n u a ry  1, 1980 b u t before D ecem ber 
3 1 ,  2003. The cred it is basically calculated  as  $3 for each barre l of oil equ ivalen t 
of the  qualified fuel. The cred it is reduced if  th e  price of oil begins to  exceed 
$23.50 based  on a  specific form ula. The section 29 cred it is lim ited  in  any  year 
to  th e  excess of a  taxpayer’s reg u la r tax  over th e ir  ten ta tiv e  m inim um  tax.
Enhanced Oil Recovery Credit (Section 43)
3.16 For tax  years a fte r D ecem ber 3 1 ,  1990 a  cred it is available for qual­
ifying costs paid  or incurred  as  p a r t  of a n  enhanced oil recovery project. The 
base for the  cred it is qualified enhanced oil recovery costs. Qualified costs m u st 
be re la ted  to a  certified qualified EOR project. Only dom estic costs qualify. To 
qualify the  project m u st involve th e  application of various gases, liquids or o ther 
m a tte rs  specified by D epartm en t of Energy regulations. To claim  th e  cred it the  
taxpayer m u st own an  operating  m ineral in te re s t in  th e  property. T hree types 
of cost qualify for th is  credit: IDC, Tangible and  te r tia ry  in jec tan t costs. G en­
erally, th e  credit is 15 percent of the  qualified costs m ultip lied  by a  factor th a t  
is based on price of oil and  inflation. The basis of the  asse ts  th a t  qualify for the  
credit m u st be reduced by th e  am ount of th e  cred it claim ed on such assets.
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Credit for Production of Oil and Gas From Marginal Wells 
(Jobs Creation Act of 2004)
3.17 For tax  y ears beginning a fte r D ecem ber 3 1 ,  2004 a  cred it for produc­
tion  of crude oil or qualified n a tu ra l gas from m arg inal wells is allowed as p a r t  
of th e  general business credit. The credit is th e  sum  of (1) $3.00 per ba rre l for 
th e  production of crude oil and  (2) $.50 p er 1,000 cubic feet of qualified n a tu ­
ra l gas production. The m axim um  am ount of production on which cred it can 
be claim ed is 1,095 b a rre ls  or ba rre l equivalents. The cred it is reduced as oil 
and  gas prices increase. U nused  credits can  be carried  back five years. I f  the  
production also qualifies for th e  cred it for fuel from  nonconventional sources, 
th e  taxpayer can only claim  the  new m arg ina l wells c redit if  the  taxpayer elects 
no t to  claim  th e  cred it for fuel from  nonconventional sources.
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Chapter 4
Internal Control Considerations*
4.01 In te rn a l control of a  com pany engaged in  oil an d  gas exploration and  
production activ ities m ay be sim ple or it  m ay be very complex. The n a tu re  of a  
p a rticu la r com pany's in te rn a l control is influenced by th e  size of the  company, 
th e  degree of geographic d ispersion of its  operations, its  types of operations 
(for exam ple, operato r versus nonoperator), governm ental requ irem en ts, and  
m anagem ent's inform ation needs.
4.02 In  general, in te rn a l control for oil and  gas producing activ ities is 
no t d ifferen t from th a t  of o ther types of en terp rises. SAS No. 55, as am ended 
(AICPA, P rofessional S ta n d a rd s , vol. 1, AU sec. 319; and  for au d its  conducted 
in  accordance w ith  PCAOB S tandards: AICPA, P C A O B  S ta n d a rd s  a n d  R e la ted  
R u les , AU sec. 319), provides guidance on th e  independen t aud ito r's  considera­
tion  of an  en tity ’s in te rn a l control in  an  au d it of financial sta tem en ts. I t  defines 
in te rn a l control, describes th e  objectives an d  com ponents of in te rn a l control 
and  explains how an  aud ito r should consider in te rn a l control in  p lann ing  and  
perform ing an  au d it by perform ing procedures to u n d e rs tan d  the  design of con­
tro ls re levan t to an  au d it of financial s ta tem en ts  and  de term in ing  w hether they 
have been placed in  operation. A uditors of issuers a re  also requ ired  to  a tte s t  
to  and  report on m anagem ent's assessm en t of th e  com pany's in te rn a l control 
over financial reporting  in  conjunction w ith  th e ir  au d it of th e  com pany's finan­
cial s ta tem en ts. PCAOB A uditing  S tan d a rd  No. 2 , A n  A u d it o f  In tern a l C ontrol 
O ver F inan cia l R eportin g  P erform ed in Conjunction  W ith an  A u d it o f  F inan cia l 
S ta tem en ts  (AICPA, P C A O B  S ta n d a rd s  a n d  R e la ted  R u les, AU sec. 320), es­
tab lishes requ irem en ts and  provides d irections th a t  apply w hen an  aud ito r is 
engaged to au d it both a  com pany's financial s ta tem en ts  and  m anagem ent's a s ­
sessm en t of th e  effectiveness of in te rn a l control over financial reporting . M ost 
of th e  business functions of com panies engaged in  oil an d  gas exploration and  
production activ ities a re  s im ilar to  th e  corresponding functions found in  o ther 
types of businesses. However, certa in  business functions of the  exploration, 
developm ent, an d  production activ ities a re  unique. In te rn a l control considera­
tions for some exam ples of these  types of functions are  discussed below. C ontrols 
discussed are  not alw ays p resen t, nor a re  they  requ ired  for th e  aud ito r to  per­
form  th e  a u d it of financial sta tem en ts.
4.03 M anagem ent of an  issu er is requ ired  by Section 404(a) of the  
Sarbanes-O xley Act of 2002 to assess th e  effectiveness o f th e  com pany’s in ­
te rn a l control over financial reporting  and  to  include in  th e  com pany’s an n u a l 
repo rt to shareholders m anagem en t’s conclusion as  a  re su lt o f th a t  assessm en t 
abou t w hether th e  com pany's in te rn a l control is effective. T his chap te r is not 
in tended  to  provide guidance to  m anagem ent of public oil and  gas producing 
en tities on how to comply w ith  th e  requ irem en ts of the  Sarbanes-O xley Act. N or 
is th is  chap te r in tended  to  help  aud ito rs perform  an  au d it of in te rn a l control 
over financial reporting  in  accordance w ith  PCAOB A uditing  S tan d a rd  No. 2. 
The "SEC R equirem ents for M anagem ent’s R eport on In te rn a l Control Over F i­
nancial Reporting" section in  th is  ch ap ter provides some general inform ation on 
in te rn a l control reporting  requ irem en ts estab lished  by th e  Sarbanes-O xley Act. *
* R efer to  th e  P reface o f th is  G uide for im p ortan t in form ation  abou t th e  ap p licab ility  o f  th e  pro­
fe ssio n a l stan d ard s to  a u d its  o f is su er s  an d  n on -issu ers  (se e  d efin ition s  in  th e  Preface). A s app licab le, 
th is  ch ap ter  co n ta in s  du al referen cin g  to  both  th e  A IC PA  an d  th e  PC A O B’s  p rofession a l s tan d ard s.
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4.04 W hen perform ing an  in teg ra ted  au d it of financial s ta tem en ts  and  
in te rn a l control over financial repo rting  in  accordance w ith  PCAOB standards, 
th e  aud ito r should refer to Appendix B, "Additional Perform ance R equirem ents 
and  D irections; Extent-of-Testing Examples," of PCAOB A uditing  S tan d ard  
No. 2 for discussion of considerations w hen a  com pany has m ultip le locations 
or business un its.
Lease Records
4.05 A ccurate records of nonproducing an d  producing properties an d  th e  
re la ted  financial obligations should be m ain ta ined . For exam ple, failu re to  pay 
delay re n ta l paym ents on tim e can  re su lt in  th e  loss of a  valuable asset. Also, 
ow nership in te re s ts  in  oil an d  gas p roperties a re  often complex and  m ay change 
on th e  occurrence of ce rta in  events. Generally, a  com pany m ain ta in s  m aste r files 
o f lease records th a t  contain  all essen tia l ow nership and  financial obligation 
inform ation. C ontrols for th is  function would norm ally cover au thorization  of 
u pdates of those m aste r files, in teg rity  of processing m aste r file transactions, 
periodic sub stan tia tio n  of m aste r file contents, and  prevention of unau thorized  
access to or a lte ra tio n  of data .
Division-of-Interest File Maintenance
4.06 The revenue from oil and  gas producing properties is generally  di­
vided am ong m ultip le  royalty  and  w orking in te re s t owners. The operator w ith  
responsibility  for rem ittin g  the  revenues to  the  various in te re s t ow ners should 
have reasonable assu rance th a t  a ll rem ittances a re  accurately  com puted. Typi­
cally, inform ation about th e  ow nership of revenue in te re s ts  will be m ain ta ined  
in  division-of-interest m a s te r  files. The controls should provide for accurate  and  
tim ely  u p da ting  of th e  inform ation, as  well as prevention of unau thorized  access 
to  or a lte ra tio n  of th e  d a ta . Division orders should be review ed or adequately  
te sted  by individuals who do no t have control over th e  properties.
Joint Interest Billing
4.07 M any oil an d  gas exploration activ ities a re  conducted jo in tly  by 
tw o or m ore partic ipan ts. Generally, accounting responsibility  for a  project is 
con tractually  defined. The operations an d  allocations a re  governed by a n  oper­
a tin g  agreem ent. A  com pany conducting jo in t operations should have controls 
giving reasonable assu rance  th a t  a ll costs a ttr ib u tab le  to  jo in t operations a re  
identified an d  recorded, th a t  th e  proper p a rtic ip an t accounts a re  charged, th a t  
am ounts due from  p artic ip an ts  a re  collected, an d  th a t  accurate  and  tim ely  
s ta tem en ts  o f account a re  provided to  th e  co-owners. The im portance an d  dif­
ficulty of adm in iste ring  jo in t in te re s t operations a re  increased  because such 
operations often involve special cost allocations, carried  in te re s t a rrangem ents , 
and  o ther complexities. M ost jo in t in te re s t agreem ents also provide th e  non­
operating  p a rty  w ith  th e  rig h t to perform  (or to have perform ed) jo in t in te re s t 
au d its  of th e  operator.
Revenue and Revenue Payables
4.08 A company m ay receive oil and  gas revenues from properties for 
w hich it is the  operator as well as  from properties operated  by others. Controls 
should provide reasonable assu rance th a t  th e  com pany receives all production
Entities With Oil and Gas Producing Activities
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revenues to  w hich i t  is en titled . Such controls m ay involve the  following: peri­
odic calibration  and  inspection of m eters, m anually  gauging or w itnessing  the  
gauging of production tan k s , and  period-to-period com parison of production 
volumes. In  addition , se ttlem en t reports  should be reconciled to th e  production 
d a ta  regularly. Prices should be m onitored to  ensure  th a t  m axim um  allow­
able prices a re  received. For revenues received on beh a lf o f o ther co-owners, 
th e  am ounts to  be rem itted  m u st be accurately  com puted based  on division-of- 
in te re s t file inform ation. Provisions for royalties payable should be consisten t 
w ith  th e  basic lease or royalty  agreem ents and  any  questionable a reas  re la ted  
to the  com putation of royalties due m ay be referred  to legal counsel for in te r­
preta tion . D etailed  tr ia l  balances of royalties in  suspense should be reviewed 
on a  reg u la r basis, and  investigations of significant balances and  fluctuations 
should be m ade by an  employee w ith no conflicting duties.
Property Accounting
4.09 The tax  and  financial reporting  requ irem en ts of accounting for oil and  
gas properties a re  unique and  complex. Generally, th e  cost, expense, and  rev­
enue inform ation is accum ulated  a t th e  individual lease or well level regard less 
of the  accounting m ethod used. Subsid iary  property  records should be routinely  
reconciled to  the  general ledger. Controls should provide for (1) th e  proper cap­
ita liza tion  or expensing of exploration costs, (2) com putation of depletion for 
both  tax  and  financial reporting  purposes, and  (3) identification of am ounts 
recorded for oil and  gas properties th a t  are  not realizable. In  addition , prop­
e rty  records should have sufficient deta il of ow nership, s ta tu s  (abandonm ents, 
leases held for sale, operations), assigned equipm ent, and  so on. This requires 
coordinating the  land  departm en t, the  legal departm en t, and  the  accounting de­
partm en t. Controls should be estab lished  (1) for review  of jo in t in te re s t billings 
(JIB s) and  com parison ag a in st th e  appropria te  AFEs, (2) for review  of AFEs 
for credits due w hen a  project is com pleted, and  (3) for consideration of jo in t 
in te re s t au d its  on a  tim ely basis. T here should be a  p roper segregation of du ties 
betw een those responsible for p reparing  an  economic assessm en t of th e  value 
of proved or unproved properties and  those who have th e  au th o rity  to  acquire 
or dispose of th e  properties. Controls should also provide for a  rou tine  review 
of po ten tia l im pairm ent.
4.10 Controls should be estab lished  to  determ ine th a t  property  tran sac ­
tions are  properly authorized—including the  selection of properties, th e  am ount 
of expenditures, th e  location an d  types of resources to  explore an d  develop, 
and  th e  levels and  tim ing  of production and  inventory  m ain ta ined . The tim ­
ing  and  te rm s of sales or o ther dispositions of property  should also be properly 
authorized.
Physical Security
4.11 The su b stan tia l investm en t in  physical asse ts  and  the  ready  m ar­
ketab ility  of equipm ent and  inventory requ ire  app ropria te  controls over access. 
Also, m any sites a re  in  ra th e r  rem ote a reas  and  m ay be u n a tten d ed  for long pe­
riods of tim e. The construction of physical b a rrie rs  and  restric tin g  access should 
be considered, along w ith  detection and  prevention devices. In  addition , there  
should be specific responsibility  for physical custody of asse ts  and  signatu re  




4.12 An A FE, w hich is  a  procedure for docum enting au thoriza tion  of 
large  expenditures, u sua lly  contains a  description of th e  project, a  lis ting  of 
budgeted  expenditures, and  app ropria te  approvals. An AFE should be requ ired  
for acquisition  of each m ajor fixed asset. They a re  norm ally requ ired  for all 
costs incurred  in  acquiring  leases, drilling  and  equipping oil and  gas properties, 
pu rchasing  drilling  equipm ent an d  service un its , constructing  buildings, and  
o th er m ajor projects. The com pany should have estab lished  controls to  follow 
up  on variances betw een ac tua l expenditures and  th e  am ounts in  th e  AFEs.
Entities With Oil and Gas Producing Activities
Cost Accruals
4.13 O perators should have controls to  provide reasonable assu rance th a t  
accruals a re  m ade for exploration and  developm ent costs incurred . Normally, 
such accruals a re  based on field repo rts  (such as daily  drilling  reports) of es­
tim ated  com pletion percentages of A FEs in  progress. C ontrols should also be 
estab lished  to  assu re  th a t  estim ated  production expenses a re  accrued i f  signif­
ican t. N onoperating  in te re s t ow ners should sim ilarly  accrue payables to  oper­
a to rs  for th e ir  sh a re  of expenditures incurred . T his m ay requ ire  controls for 
confirm ation w ith  th e  operato r on p roperties w here activ ities a re  in  progress.
Government Requirements
4.14 Oil an d  gas producing activ ities a re  subject to  num erous federal and  
s ta te  regulations. Noncom pliance w ith  these  regulations can  re su lt in  legal 
actions—fines, assessm ents, and  o ther po ten tia l liabilities. In  addition , th e re  
a re  ce rta in  tax  regulations, such as th e  ad  valorem  taxes, and  s ta tu to ry  de­
pletion allowances, a t  both the  federal and  s ta te  levels. Controls should be es­
tab lished  and  com petent personnel should be employed to m onitor and  comply 
w ith  th e  various governm ental requirem ents.
Related Parties
4.15 The industry 's  un ique financing arrangem ents , royalty  relationsh ips, 
m anagem ent fees, an d  tax  pa rtn e rsh ip s—am ong o ther a rrangem en ts—ten d  
to  be conducive to  re la ted  p a rty  transac tions. C ontrols should be estab lished  
to  accum ulate the  necessary  inform ation for disclosure requ irem en ts of FASB 
S ta tem en t No. 57, R ela ted  P a rty  D isclosures.
Nonoperated Interests
4.16 In te rn a l control for nonoperated  in te re s ts  should include m any of 
th e  functions described in  th e  ea rlie r  sections of th is  chapter. C erta in  o ther 
controls m ay also be necessary  because of lim ited  access to  th e  operations: •
•  C ontrols should be estab lished  to  provide reasonable assu rance th a t  
repo rts  of d rilling  activity, production, cap ital projects, lease renew als, 
and  so forth , a re  received in  a  tim ely  fashion an d  are  review ed by 
responsible employees.
•  Production revenues should be review ed ag a in st h istorical records and  
com pared w ith  estim ates. Any u n u su a l fluctuations should be investi­
ga ted  and  appropria te ly  resolved.
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•  C onsideration  should be given to  periodically ob tain ing  independen t 
evaluations of significant nonoperated  properties.
•  C ontrols should be estab lished  to assu re  th a t  th e  need for jo in t in te re s t 
au d its  is given appropria te  consideration w ith in  th e  necessary  tim e 
lim its.
SEC Requirements for Management's Report on Internal 
Control Over Financial Reporting†
4.17 As directed by Section 404 of th e  Sarbanes-O xley Act of 2002, th e  
Securities and  Exchange Com m ission (SEC) adopted final ru les requ iring  com­
panies subject to  the  reporting  requ irem en ts of th e  Securities Exchange Act of 
1934, o ther th a n  reg istered  investm en t com panies, to include in  th e ir  ann u a l 
repo rts  a  repo rt of m anagem ent on th e  com pany's in te rn a l control over finan­
cial reporting . See th e  SEC Web site  a t  www.sec.gov/rules/final/33-8238.htm  for 
th e  full tex t o f th e  regulation .
4 .18 T he SEC ru les clarify th a t  m anagem ent’s assessm en t an d  rep o rt is 
lim ited  to  in tern a l con trol over fin an cia l reporting . M anagem ent is not required  
to  consider o th e r aspects of control, such as controls p e rta in in g  to  operating  
efficiency. T he SEC’s definition of in te rn a l control encom passes th e  Com m ittee 
of Sponsoring O rganizations of th e  Treadw ay Com m ission (COSO) definition 
b u t th e  SEC does no t m an d a te  th a t  the  en tity  use  COSO as  its  c rite ria  for 
judg ing  effectiveness. †
† A  com pan y th a t  is  an  "accelerated filer" a s  d efin ed  in  R u le  12b-2 u n d er th e  S ecu r itie s  E xch an ge  
A ct o f  1934 (generally , a  U .S. com pan y th a t  h a s  eq u ity  m ark et cap ita liza tion  over  $7 5  m illion  an d  h a s  
filed  a t  le a s t  o n e  an n u a l rep ort w ith  th e  com m ission ), m u st b eg in  to  com ply  w ith  th e  SE C  ru les  
regard in g  S ection  4 0 4  o f  th e  S arb an es-O x ley  A ct for i t s  fir st fiscal y e a r  e n d in g  on  or  a fter  Nov. 15, 
20 0 4 . U n d er  th e  la te s t  e x ten s io n , a  com pan y th a t  is  n o t req uired  to  file  it s  a n n u a l a n d  q u arter ly  
rep orts on  an  a ccelera ted  b a s is  (n on -accelerated  filer) an d  a  foreign  p r iva te  is su er  filin g  it s  an n u a l 
rep orts on  Form  20 -F  or 40-F, m u st b eg in  to  com ply  w ith  th e  in tern a l control over fin an cia l rep ortin g  
req u irem en ts  for it s  first fiscal year  en d in g  on or a fter  J u ly  1 5 ,  2006 . T h is  is  a  on e-year ex ten s io n  from  
th e  p rev iou sly  e sta b lish ed  Ju ly  1 5 ,  2005 , com pliance d a te  for n on -accelerated  filers an d  foreign p rivate  
is su ers . T h e C om m ission  s im ilar ly  h a s  ex ten d ed  th e  com pliance d a te  for th ese  com p an ies  re la tin g  
to  req u irem en ts  regard in g  eva lu a tio n  o f  in tern a l control over  fin ancia l rep ortin g  a n d  m a n a g em en t  





5.01 This ch ap ter will a ss is t th e  au d ito r in  au d iting  th e  financial s ta te ­
m en ts of com panies w ith  oil an d  gas producing activities. F inancial accounting 
for oil and  gas producing activ ities is unique in  m any a reas  and  consequently 
p resen ts problem s for th e  auditor, who m ust determ ine w h e th er th e  financial 
s ta tem en ts  a re  p resen ted  in  conform ity w ith  generally  accepted accounting 
principles. This chap ter is in tended  to identify  these  special accounting a reas  
and  provide general guidance on the  m ost effective way of au d iting  them . A u­
dito rs should use professional ju dgm en t in  applying th is  guidance to develop 
th e  specific au d it procedures th a t  will m eet th e ir  p a rticu la r needs.
Audit Focus
5.02 In  au d its  of the  financial s ta tem en ts  of m ost oil and  gas producing 
activ ities th e  p rim ary  focus is on th e  com pany's properties. E valua ting  the  
accum ulation and  recovery of costs associated  w ith  th e  properties is cen tra l 
to the  au d it process and  to determ in ing  w hether the  financial s ta tem en ts  are  
p resen ted  in  conform ity w ith  generally  accepted accounting principles.
Audit Planning
5.03 A udit p lann ing  involves developing an  overall s tra tegy  for th e  ex­
pected conduct and  scope of th e  a u d it o f th e  financial sta tem en ts. SAS No. 22, 
P lan n in g  a n d  Supervis ion  (AICPA, P rofessional S ta n d a rd s , vol. 1, AU sec. 311; 
and  for au d its  conducted in  accordance w ith  PCAOB S tandards: AICPA, 
PC A O B  S ta n d a rd s  a n d  R e la ted  R u les, AU sec. 311), should be consulted for 
general guidance on au d it p lanning. T here a re  certa in  o th er factors th a t  the  
aud ito r should consider in  p lann ing  an  au d it of the  financial s ta tem en ts  of a  
com pany w ith  oil and  gas producing activities.
5.04 W hen perform ing an  in teg ra ted  au d it o f financial s ta tem en ts  and  
in te rn a l control over financial reporting , re fer to  p a rag rap h s 22-23  and  39 of 
PCAOB A uditing  S tan d a rd  No. 2 regard ing  m ate ria lity  and  p lann ing  consider­
ations (C onform ing A m en dm en ts  to PC A O B  In terim  S ta n d a rd s  R esu ltin g  from  
the A dop tion  o f  P C A O B  A u d itin g  S ta n d a rd  No. 2 , AU sec. 311).†
Audit Documentation
5.05 The guidance contained in  th is  section is from AICPA S ta tem en t on 
A uditing  S tan d ard s (SAS) No. 96, A u d it D ocum en tation . "Issuers" should follow 
PCAOB A uditing  S tan d a rd  No. 3, A u d it D ocum en tation  (see p a rag rap h s 5 .07 - 
5.10). PCAOB A uditing  S tan d a rd  No. 3 supersedes SAS No. 96 for au d its  of 
issuers only.
5.06 The au d ito r should p repare  and  m a in ta in  au d it docum entation, the  
form an d  content o f w hich should be designed to m eet th e  circum stances of *†
* R efer to  th e  Preface o f th is  G uide for im p ortan t in form ation  abou t th e  ap p licab ility  o f  th e  pro­
fession a l stan d ard s to  a u d its  o f  is su er s  an d  n on -issu ers  ( se e  d efin ition s  in th e  Preface). A s app licab le, 
th is  ch ap ter  con ta in s  du al referen cin g  to  both  th e  AICPA an d  th e  PCAOB's profession a l stan d ard s.
† S ee  th e  PCAO B W eb s ite  a t w w w .pcaobus.org for in form ation  abou t th e  effec tive  d a te  o f  th ese  
conform in g am en d m en ts.
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th e  pa rticu la r au d it engagem ent. A udit docum entation  is the  principal record 
of aud iting  procedures applied, evidence obtained, and  conclusions reached  by 
th e  au d ito r in  th e  engagem ent. The quantity , type, an d  conten t of au d it doc­
um en ta tion  a re  m a tte rs  o f th e  aud ito r's  professional judgm ent. SAS No. 96, 
A u d it D ocum en tation  (AICPA, P rofessional S ta n d a rd s , vol. 1, AU sec. 339; for 
aud its  conducted in  accordance w ith  PCAOB S tandards: AICPA, P C A O B  S ta n ­
d a rd s  a n d  R ela ted  R u les, AU sec. 339), provides guidance regard ing  the  content, 
ow nership, and  confidentiality  of au d it docum entation. A udit docum entation 
should include ab strac ts  o r copies of significant contracts or agreem ents th a t  
w ere exam ined to  eva lua te  th e  accounting for significant transactions.
Audit Documentation (PCAOB Auditing Standard No. 3)
5.07 (Th is p e r ta in s  to  a u d its  o f  issuers only.) For au d its  conducted in  ac­
cordance w ith  PCAOB stan d ard s, PCAOB A uditing  S tan d a rd  No. 3, A u d it D oc­
u m en ta tion  (AICPA, PC A O B  S ta n d a rd s  a n d  R e la ted  R u les, AU sec. 339) estab ­
lishes general requ irem en ts for docum entation  th e  au d ito r should p repare  and  
re ta in  in  connection w ith  engagem ents conducted p u rsu a n t to  PCAOB s ta n ­
dards. A udit docum entation  is th e  w ritten  record of the  basis for th e  audito r's 
conclusions th a t  provides the  support for the  audito r's rep resen ta tions, w hether 
those rep resen ta tions a re  contained in  the  audito r's report or otherw ise. A udit 
docum entation  facilita tes th e  p lanning, perform ance, and  supervision of the  
engagem ent, and  is th e  basis for th e  review  of the  quality  of the  work because 
i t  provides the  review er w ith  w ritten  docum entation of the  evidence supporting  
th e  audito r's significant conclusions. Among o ther th ings, au d it docum entation 
includes records of th e  p lann ing  and  perform ance of th e  work, th e  procedures 
perform ed, evidence obtained, and  conclusions reached  by th e  auditor.
5.08 The au d ito r m u s t p repare  a u d it docum entation  in  connection w ith  
each engagem ent conducted p u rsu a n t to  th e  s tan d a rd s  o f th e  PCAOB. A udit 
docum entation  should  be p repared  in  sufficient deta il to  provide a  clear u n ­
derstan d in g  of i ts  purpose, source, an d  th e  conclusions reached. Also, th e  doc­
u m en ta tion  should  be appropria te ly  organized to  provide a  clear link  to  th e  
significant findings o r issues. Exam ples of a u d it docum entation  include m em ­
oranda, confirm ations, correspondence, schedules, au d it program s, an d  le tte rs  
of rep resen ta tion . A udit docum entation  m ay be in  the  form  of paper, electronic 
files, or o th e r m edia.
5 .09 PCAOB A uditing  S tan d ard  No. 3 provides additional guidance on 
docum entation  of specific m atte rs , and  re ten tion  of and  subsequen t changes to 
au d it docum entation. See PCAOB A uditing  S tan d a rd  No. 3 for fu rth e r  guid­
ance.
5.10 PCAOB A uditing  S tan d a rd  No. 2 requ ires th a t  in  addition  to  th e  docu­
m en ta tion  requ irem en ts o f PCAOB A uditing  S tan d ard  No. 3, th e  aud ito r should 
docum ent certa in  item s re la ted  to  th e ir  au d it of in te rn a l control over financial 
reporting  (AICPA, P C A O B  S ta n d a rd s  a n d  R e la ted  R u les, AU sec. 320.159).
Assessing Risk
5.11 SAS No. 47, A u d it  R isk  a n d  M a te r ia lity  in  C onducting  an  A u d it,  as 
am ended (AICPA, P rofessional S ta n d a rd s ,  vol. 1, AU sec. 312; and  for aud its  
conducted in  accordance w ith  PCAOB S tandards: AICPA, PC A O B  S ta n d a rd s  
a n d  R e la ted  R u le s , AU sec. 312), provides general guidance on considerations of 
a u d it risk  an d  m ate ria lity  in  p lann ing  th e  au d it and  designing au d it procedures. 
The SAS also  provides au d it docum entation  guidance on th e  n a tu re  and  effect
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of m issta tem en ts  th a t  th e  aud ito r aggregates as well as th e  audito r's conclusion 
as  to  w h e th er th e  aggregated  m issta tem en ts  cause th e  financial s ta tem en ts  to 
be m ateria lly  m issta ted . P lann ing  considerations will vary  w ith—
1. The size and  com plexity of th e  entity.
2. The en tity 's  financial condition.
3. The audito r's experience w ith  th e  entity.
4. The audito r's knowledge of th e  en tity 's  business.
SAS No. 98, O m n ibus S ta tem en t on A u d itin g  S ta n d a rd s—2002 , am ends SAS 
No. 47 to require  aud ito rs to evaluate  m issta tem en ts  individually  an d  in  the  
aggregate in  th e  section en titled  "E valuating  A udit Findings" (AICPA, P rofes­
sion a l S ta n d a rd s , vol. 1, AU sec. 312.34-.41) to clarify th e  au d ito r’s responsi­
b ility  w ith  respect to  eva lua ting  au d it ad justm en ts.
5.12 The au d ito r p lans the  au d it so th a t  th e  au d it r isk  is reduced to  an  
appropria te ly  low level. The aud ito r should consider th is  r isk  in  determ in ing  
th e  n a tu re , tim ing, and  ex ten t of au d itin g  procedures and  in  eva lua ting  the  
resu lts  o f those procedures. The un ique business considerations of oil and  gas 
producing activ ities also play an  im portan t role in  assessing  au d it r isk  and  m a­
teriality . T his is particu larly  significant w hen eva lua ting  au d it r isk  associated 
w ith  account balances or c lasses of transac tions in  such a  specialized industry. 
SAS No. 47 addresses th is  aspect o f au d it risk  in  te rm s of th ree  com ponent 
risk s—inheren t, control, and  detection risk.
5.13 M any aspects of eva lua ting  these  th ree  com ponent risk s a re  not 
un ique to  aud iting  oil and  gas producing activities. The special business fac­
to rs th a t  should be considered w hen the  au d ito r is assessing  these  com ponent 
risk s in  determ in ing  the  n a tu re , tim ing, and  ex ten t of aud iting  procedures are  
discussed w ith in  th is  chap te r of th e  guide.
Consideration of Fraud in a Financial Statement Audit
5.14 S ta tem en t on A uditing  S tan d a rd s  (SAS) No. 99, C onsidera tion  o f  
F raud  in  a  F inan cia l S ta tem en t A u d it  (AICPA, P rofessional S ta n d a rd s ,  vol. 1,
AU sec. 316; and  for au d its  conducted in  accordance w ith  PCAOB S tandards: 
AICPA, PC A O B S ta n d a rd s  a n d  R e la ted  R u les, AU sec. 316), is th e  p rim ary  
source of au th o rita tiv e  guidance abou t a n  aud ito r's  responsibilities concerning 
th e  consideration of fraud  in  a  financial s ta tem en t aud it. SAS No. 99 estab lishes 
s tan d a rd s  and  provides guidance to aud ito rs in  fulfilling th e ir  responsibility  to 
p lan  an d  perform  th e  au d it to  ob ta in  reasonable assu rance  abou t w hether the  
financial s ta tem en ts  a re  free of m a te ria l m issta tem en t, w hether caused by er­
ro r or fraud  as s ta ted  in  SAS No. 1, section 110, R espon sib ilities a n d  F unctions 
o f  the In depen den t A u d ito r  (AICPA, P rofessional S ta n d a rd s , vol. 1, AU sec. 
110.02). (SAS No. 99 also am ends SAS No. 85, M an agem en t R epresen ta tions.)  
W hen perform ing an  in teg ra ted  a u d it of financial s ta tem en ts  an d  in te rn a l con­
tro l over financial reporting  in  accordance w ith  PCAOB stan d ard s, aud ito rs 
should follow th e  requ irem en ts of p a rag rap h s 24-26  of PCAOB A uditing  S tan ­
dard  No. 2 regard ing  fraud  considerations, in  addition  to the  guidance contained 
in  SAS No. 99 (C onform ing A m en dm en ts  to PC A O B  In terim  S ta n d a rd s  R esu lt­
in g  from  the A dop tion  o f  P C A O B  A u d itin g  S ta n d a rd  No. 2 , A U  sec. 316). † 
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5.15 T here  a re  two types of m issta tem en ts  re levan t to  th e  audito r's con­
sidera tion  of fraud  in  a  financial s ta tem en t audit:
•  M issta tem en ts a ris in g  from fraudu len t financial reporting.
•  M issta tem en ts arising  from m isappropriation  of assets.
5.16 T hree conditions generally  are  p resen t w hen fraud  occurs. F irs t, m an ­
agem ent o r o ther em ployees have an  incen tive  or a re  u n d e r pressure, w hich 
provides a  reason  to  com m it fraud . Second, circum stances exist—for exam ple, 
th e  absence of controls, ineffective controls, o r th e  ability  of m anagem ent to  
override controls—th a t  provide an  opportu n ity  for a  fraud  to  be perpe tra ted . 
T h ird , those involved a re  able to  ra tion a lize  com m itting a  fraudu len t act.
The Im portance of Exercising Professional Skepticism
5.17 Because of th e  characteristics of fraud , the  audito r's exercise of pro­
fessional skepticism  is im portan t w hen considering th e  risk  of m ateria l m is­
s ta tem en t due to fraud . Professional skepticism  is an  a ttitu d e  th a t  includes 
a  questioning m ind and  a  critical assessm en t of au d it evidence. The aud ito r 
should  conduct th e  engagem ent w ith  a  m indset th a t  recognizes th e  possibil­
ity  th a t  a  m a te ria l m issta tem en t due to fraud  could be presen t, regard less 
of any  p as t experience w ith  th e  en tity  and  regard less of the  au d ito r’s belief 
about m anagem en t’s honesty  and  integrity. F urtherm ore, professional skep ti­
cism requ ires an  ongoing questioning of w hether the  inform ation and  evidence 
obtained  suggests th a t  a  m a te ria l m issta tem en t due to fraud  has occurred.
Discussion Am ong Engagem ent Personnel Regarding the Risks of 
M aterial Misstatement Due to Fraud
5.18 M em bers of th e  au d it team  should discuss th e  po ten tia l for m ate ria l 
m issta tem en t due to  fraud  in  accordance w ith  th e  requ irem en ts o f p a rag raphs 
14-18 of SAS No. 99. The discussion am ong th e  au d it team  m em bers about 
th e  susceptib ility  o f th e  en tity 's  financial s ta tem en ts  to  m a te ria l m issta tem en t 
due to  fraud  should include a  consideration  of th e  know n ex terna l an d  in te rn a l 
factors affecting th e  e n tity  th a t  m igh t (a) c reate  incen tives/pressures for m an ­
agem ent and  o thers to  com m it fraud , (b ) provide th e  opportun ity  for fraud  to 
be p e rp e tra ted , and  (c) ind icate a  cu ltu re  o r environm ent th a t  enables m anage­
m en t to  ra tionalize  com m itting  fraud . C om m unication am ong th e  a u d it team  
m em bers abou t th e  risk s of m a te ria l m issta tem en t due to  fraud  also should 
continue th roughou t th e  audit.
5.19 L isted  below a re  some exam ples of possible fraud  risk  factors th a t  
m ay exist in  the  oil an d  gas producing activ ities industry : P lease note th a t  th is  
lis t is no t inclusive of all po ten tia l fraud  risk  factors. O ther exam ples of such 
risk  factors can be found in  A ppendix A of SAS No. 99.
Part 1: Fraudulent Financial Reporting
A. I n c e n t iv e s /P r e s s u r e s
1. E x terna l com pany perform ance p ressu res including a n a ­
lysts expectations on earn ings, oil and  gas reserve replace­
m en t, production, stock price, etc. as well as p ressu res to 
rem ain  com parable to  the  com petition, etc.
2. Ind iv idual incentives including prom otions, advancem ent 
an d  com pensation contingent on perform ance re la ted  to
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financial ta rg e ts  such as cash  flow, profitability, reserve 
replacem ent, production increases, etc.
3. D ebt o r equity  financing needed to com plete a  m ajor ac­
quisition, exploratory  or developm ent project.
4. R ecurring  increases in  production costs u n re la ted  to  rev­
enue increases.
5. M arginal ability  to  m eet debt covenants.
6. Personal g u aran tees  of debt by key m anagem ent, board  of 
d irectors or o ther s im ilar parties.
B. Opportunities
1. M anipulation  or b ias of significant estim ates  to  m anage 
earnings.
•  Oil an d  gas revenue and  expense accruals.
•  C arry ing  value of a sse ts  and  estim ated  recover­
able oil an d  gas reserve quantities.
•  Collectibility of receivables.
•  For full cost com panies, cap ita lization  of in te rn a l 
costs d irectly  identified w ith acquisition, explo­
ra tion , and  developm ent activities.
•  C ontingent liabilities.
2. In ten tional m isapplication  of GAAP.
3. Lack of transparency  o r in ten tional om ission of m ate ria l 
disclosures.
4. S ignificant re la ted -party  transac tions no t in  th e  o rd inary  
course of business or w ith  re la ted  en titie s  no t aud ited  or 
aud ited  by an o th er firm.
5. S ignificant operations located or conducted across in te r­
national borders.
6. D om ination of m anagem ent by a  single person or sm all 
group w ithou t com pensating controls.
7. Ineffective board  of directors or com m ittee oversight over 
financial reporting  process an d  in te rn a l controls.
8. Overly complex jo in t operating  ag reem ent or o ther a r­
rangem ents.
C. Attitudes/Rationalizations
1. M anagem ent displaying a  significant d isregard  for regu­
la to ry  au thorities.
a. E nvironm ental crim e, an d  v io lating  occupational 
h e a lth  an d  safety (OSHA) laws.
2. R ecurring  a ttem p ts  by m anagem ent to  ju stify  inappropri­
a te  accounting on th e  basis of m ateriality .
Part 2: Misappropriations o f Assets
A. Incentives/Pressures
1. Adverse re la tionsh ips betw een th e  en tity  an d  employees 
w ith  access to cash  or o ther asse ts  susceptible to  th e ft m ay 




For exam ple, adverse re la tionsh ips m ay be created  by th e  
following:
a . Sabotage an d  espionage by em ployees, com petitors, or 
o thers.
b. N epotism  an d  o th er re la ted  p a rty  transactions.
2. C om pensation o r bonus s tru c tu re s  tied  to  financial perfor­
m ance w ith in  a n  organization  m ay re su lt in  an  incentive 
to  m isappropria te  assets.
B. Opportunities
1. Inadequate  in te rn a l control over asse ts  m ay increase the  
susceptib ility  of m isappropriation  of those assets. For ex­
am ple, m isappropriation  of asse ts  m ay occur because there  
is the  following:
a. Inadequate  segregation  of du ties or independent 
checks.
(1) Accounts payable and  payroll fraud , such as 
phony suppliers or ghost employees.
(2) R evenue se ttlem en t process and  the  division of 
in te re s t files resu lting  in  im proper revenue recog­
n ition  and  payout.
(3) Secret comm issions, bid rigging, kickbacks, and  
th e  like.
b. Inadequate  physical safeguards over asse ts  including:
(1) M aterials, supplies and  drilling  equipm ent in  in ­
ventory.
(2) P rop rie ta ry  seism ic da ta .
c. In adequate  system  of approval an d  au tho riza tion  of 
transac tions.
(1) O u tsider fraud , such as  inflated  supp lier invoices 
or product substitu tion , con schem es, copyright 
piracy, p a te n t infringem ent, and  th e  like.
C. Attitudes/Rationalizations
1. Em ployees m ay have ind ividual financial problem s th a t  
p ressu re  them  to m isappropria te  asse ts  for personal gain.
2. Em ployees m ay ra tionalize  a n  action if  they  believe they  
a re  n o t com pensated appropria te ly  or have been tre a te d  
unfairly.
3. C om pensation p lans m ay be s tru c tu red  in  a  m an n e r th a t  
im plies ce rta in  actions a re  appropria te  o r justified .
4. T he tone se t by sen ior m anagem ent m ay inappropria te ly  
convey th a t  personal use  o f a sse ts  o r o th e r actions a re  ac­
ceptable.
O btaining the Information Needed to Identify the Risks 
of M aterial Misstatement Due to Fraud
5.20 SAS No. 22, P la n n in g  a n d  S u p erv is io n , a s  am ended (AICPA, P rofes­
sio n a l S ta n d a r d s , vol. 1, AU sec. 311.06-.08), provides guidance abou t how th e
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au d ito r obtains knowledge about th e  en tity 's  business and  th e  in d u stry  in  w hich 
i t  operates. In  perform ing th a t  work, inform ation m ay come to th e  aud ito r's  a t ­
ten tion  th a t  should be considered in  identifying risk s  of m a te ria l m issta tem en t 
due to fraud. As p a rt o f th is  work, the  au d ito r should perform  th e  following 
procedures to obtain  inform ation th a t  is u sed  (as described in  p a rag rap h s  35 
th rough  42 of SAS No. 99) to identify  the  risk s of m a te ria l m issta tem en t due to 
fraud:
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а. M ake inquiries of m anagem ent and  o thers w ith in  th e  en tity  to 
ob ta in  th e ir  views abou t the  risk s of fraud  and  how they  a re  ad ­
dressed. (See p a rag rap h s 20 th rough  27 of SAS No. 99.)
b . C onsider any  u n u su a l or unexpected re la tionsh ips th a t  have been 
identified in  perform ing analy tical procedures in  p lann ing  th e  au ­
dit. (See parag rap h s 28 th rough  30 of SAS No. 99.)
c. C onsider w hether one or m ore fraud  risk  factors exist. (See p a ra ­
g raphs 31 th rough  33 of SAS No. 99, the  Appendix to SAS No. 99 
and  p arag rap h  5.19 above.)
d. C onsider o th e r inform ation th a t  m ay be helpful in  the  identification 
of risk s of m ate ria l m issta tem en t due to  fraud. (See p a rag rap h  34 
of SAS No. 99.)
5.21 In  p lann ing  th e  aud it, th e  au d ito r also should perform  analy tical 
procedures re la tin g  to  revenue w ith  th e  objective of identify ing u n u su a l or u n ­
expected re la tionsh ips involving revenue accounts th a t  m ay indicate a  m ate ria l 
m issta tem en t due to frau d u len t financial reporting . For exam ple, in  th e  oil and  
gas producing activ ities industry, th e  following u n u su a l o r unexpected re la tion ­
sh ips m ay indicate a  m a te ria l m issta tem en t due to  fraud.
1. R elationship  of taxes w ithheld  to  oil sales an d  lease operating  ex­
penses, prio r year refund  experience, changes in  th e  com pany's s ta ­
tu s  o r types of wells, and  fluctuations in  production volumes.
2. R easonableness of prices an d  volum es underly ing  recorded rev­
enues re la tive  to ac tua l m ark e t prices and  h isto rical production 
and  cu rren t well perform ance.
3. U nusual ow nership o r cost/risk sh a rin g  a rrangem ents .
4. N a tu re , am ount and  frequency of claim s re su ltin g  from jo in t ven­
tu re  audits.
5.22 C o n s id e r in g  F r a u d  R i s k  F a c to r s . A s  indicated  in  p a rag rap h  5.20, 
item  c above, th e  aud ito r m ay identify  events or conditions th a t  ind icate in- 
centives/pressures to  p e rp e tra te  fraud , opportun ities to carry  ou t th e  fraud , or 
a ttitudes/ra tiona lizations to ju stify  a  frau d u len t action. Such events o r condi­
tions a re  referred  to as "fraud risk  factors." F rau d  risk  factors do no t necessarily  
ind icate the  existence of fraud; however, they  often are  p resen t in  circum stances 
w here fraud  exists.
5.23 SAS No. 99 provides fraud  risk  factor exam ples th a t  have been w rit­
ten  to  apply  to  m ost en terp rises. P a rag rap h  5.19 of th is  chap te r contains a  lis t 
of fraud  risk  factors specific to th e  oil and  gas producing industry. Rem em ber 
th a t  frau d  risk  factors a re  only one of several sources of inform ation an  aud ito r 




Identifying Risks That M ay Result in a M aterial Misstatement Due 
to Fraud
5.24 In  identifying risk s of m ate ria l m issta tem en t due to fraud , i t  is helpful 
for th e  au d ito r to  consider th e  inform ation th a t  h as  been ga thered  in  accordance 
w ith  th e  requ irem en ts of p a rag rap h s 19 th rough  34 of SAS No. 99. The au d ito r’s 
identification of frau d  risk s  m ay be influenced by characteristics such a s  the  
size, complexity, an d  ow nership a ttr ib u te s  of th e  entity. In  addition , th e  aud ito r 
should  eva lua te  w h e th er identified risk s  of m a te ria l m issta tem en t due to  fraud  
can  be re la ted  to  specific financia l-sta tem en t account balances or classes of 
tran sac tio n s and  re la ted  assertions, or w hether they  re la te  m ore pervasively to 
th e  financial s ta tem en ts  as  a  whole. C erta in  accounts, classes of transactions, 
and  assertions th a t  have h igh in h e ren t r isk  because they  involve a  h igh degree 
of m anagem ent ju dgm en t an d  subjectivity also m ay p resen t risk s of m ateria l 
m issta tem en t due to  fraud  because they  a re  susceptible to  m an ipu lation  by 
m anagem ent. Such item s in  the  oil and  gas in dustry  m ay include:
•  P roperty  costs (proven and  unproven)
•  Costs w ithheld  from am ortization  (full cost)
•  In te re s t cap italization
•  In te rn a l cap italization  of d irect costs (full cost)
•  Conveyances
•  A bandonm ent costs
•  D ry hole costs
•  Wells in  progress
•  D epletion, depreciation, and  am ortization
•  C ap ita l cost lim itations
•  Jo in t in te re s t payables
•  R evenue d istribu tion
•  Borrowings from  production purchasers
•  U napplied  advances
•  Production taxes payable
A  Presumption That Im proper Revenue Recognition Is a Fraud Risk
5.25 M ateria l m iss ta tem en ts  due to  frau d u len t financial reporting  often 
re su lt from a n  oversta tem en t o f revenues (for exam ple, th rough  p rem atu re  
revenue recognition or recording fictitious revenues) o r a n  u n d e rs ta tem en t of 
revenues (for exam ple, th rough  im properly sh ifting  revenues to  a  la te r  period). 
Therefore, th e  au d ito r should  ord inarily  presum e th a t  th e re  is a  r isk  of m ateria l 
m issta tem en t due to  fraud  re la tin g  to revenue recognition (see p a rag rap h  41 
of SAS No. 99).
A  Consideration of the Risk of M anagem ent Override of Controls
5.26 E ven if  specific risk s  of m a te ria l m issta tem en t due to  fraud  a re  not 
identified by th e  auditor, th e re  is a  possibility  th a t  m anagem ent override of 
controls could occur, an d  accordingly, th e  au d ito r should address th a t  r isk  (see 
p a rag rap h  57 of SAS No. 99) a p a r t from  any  conclusions regard ing  th e  existence 
of m ore specifically identifiable risks. Specifically, the  procedures described 
in  p a rag rap h s 58 th rough  67 of SAS No. 99 should be perform ed to  fu rth e r
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address th e  risk  of m anagem ent override of controls. These procedures include 
(1) exam ining jo u rn a l en tries  and  o ther ad ju stm en ts  for evidence of possible 
m a te ria l m issta tem en t due to  fraud , (2) review ing accounting estim ates  for b i­
ases th a t  could re su lt in  m ate ria l m issta tem en t due to  fraud , and  (3) evaluating  
th e  business ra tiona le  for significant u n u su a l transactions.
Key Estimates
1. E stim ates  im pacted  by oil and  gas reserve d e term ina­
tions:
a. D epreciation, depletion and  am ortization
b. F u tu re  developm ent costs
c. F u tu re  abandonm ent costs
d . P roperties w ithheld  from am ortization  (full 
cost)
e. Im pairm ent/fu ll cost ceiling lim ita tion
2. C apital accruals
3. Lease operating  expense accruals
4. Oil and  gas revenue accruals
5. U nreceived production revenues and  re la ted  produc­
tion  taxes
Assessing the Identified Risks After Taking Into Account an 
Evaluation of the Entity's Program s and Controls That Address 
the Risks
5.27 A uditors should comply w ith  the  requ irem en ts of p a rag rap h s  43 
th rough  45 of SAS No. 99 concerning an  en tity 's program s and  controls th a t  
address identified risk s  of m a te ria l m issta tem en t due to fraud. Some exam ples 
of program s and  controls in  th e  oil and  gas in d u stry  include th e  following:
1. A corporate m ission s ta tem en t and  s trong  code of eth ics w ith  s tric t 
sanctions for any  breach (for exam ple, d ism issal and  prosecution 
for fraud).
2. Good employee re la tions (for exam ple, fa ir com pensation, counsel­
ing) an d  fa ir perform ance app ra isa l and  review  system .
3. Em ployee screening and  te s tin g  before hiring.
4. M anagem ent acting  as a  good role model.
5. S trong  physical controls, p articu larly  w ith  respect to th e  com pany's 
precious inventory  or p rop rie ta ry  seism ic or d rilling  inform ation 
(for exam ple, physical access restric tions (such as locks, a larm s, 
security), surveillance, periodic and  su rp rise  counts).
6. Job descriptions, segregation-duplication of du ties, an d  th e  like.
7. M andatory  an n u a l vacations.
8. Accounting reconciliations, especially inventory.
9. C ustom er account s ta tem en ts , or confirm ations, or both.
10. No m anagem ent override of controls.
11. Supervisor aw areness of fraud  and  the  possibility  of fraud.
12. Supervisory review  and  approval.
13. Supervisory perform ance, or independen t checks, or both.
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14. Supervisor follow-up (exceptions, custom er com plaints).
15. A strong  in te rn a l au d it function, and  periodic ex ternal aud its.
5.28 The au d ito r should consider w hether such program s and  controls 
m itiga te  th e  identified risk s  of m ate ria l m issta tem en t due to fraud  or w hether 
specific control deficiencies exacerbate the  risks. A fter the  aud ito r has evaluated  
w h e th er th e  en tity 's p rogram s and  controls have been su itab ly  designed and  
placed in  operation , th e  aud ito r should assess these  risk s tak in g  in to  account 
th a t  evaluation . This assessm en t should be considered w hen developing the  
au d ito r’s response to  the  identified risk s  of m ate ria l m issta tem en t due to fraud.
Responding to the Results of the Assessment
5.29 P a rag rap h s 46 th rough  67 of SAS No. 99 provide requ irem en ts and  
guidance about an  aud ito r's  response to  th e  resu lts  of the  assessm en t of the  
risk s of m ate ria l m issta tem en t due to fraud. The aud ito r responds to  risk s of 
m a te ria l m issta tem en t due to  fraud  in  th e  following th ree  ways:
a. A response th a t  h as  an  overall effect on how th e  au d it is 
conducted—th a t is, a  response involving m ore general consider­
a tions a p a r t from the  specific procedures otherw ise p lanned  (see 
p a rag rap h  50 of SAS No. 99).
b. A response to  identified risk s  involving the  n a tu re , tim ing, and  ex­
te n t of the  aud iting  procedures to be perform ed (see p a rag rap h s 51 
th rough  56 of SAS No. 99).
c. A response involving th e  perform ance of certa in  procedures to fu r­
th e r  address the  risk  of m ate ria l m iss ta tem en t due to fraud  involv­
ing m anagem ent override of controls, given th e  unpred ic tab le  ways 
in  w hich such override could occur (see parag rap h s 57 th rough  67 
of SAS No. 99 an d  p a rag rap h  5.26.)
Evaluating Audit Evidence
5.30 P a rag rap h s 68 th ro u g h  78 o f SAS No. 99 provide requ irem en ts and  
guidance for eva lua ting  a u d it evidence. The au d ito r should eva lua te  w hether 
ana ly tical procedures th a t  w ere perform ed a s  substan tive  te s ts  o r in  th e  over­
all review  stage of th e  a u d it ind icate a  previously unrecognized risk  of m a te ­
r ia l m iss ta tem en t due to  fraud . The aud ito r also should consider w hether re ­
sponses to  inquiries th roughou t the  au d it about analy tical re la tionsh ips have 
been vague or im plausible, or have produced evidence th a t  is inconsisten t w ith  
o th er eviden tial m a tte r  accum ulated  d u ring  th e  audit.
5.31 A t or n e a r  th e  com pletion of fieldwork, th e  aud ito r should eva lua te  
w h e th er th e  accum ulated  re su lts  of au d itin g  procedures an d  o th er observa­
tions affect th e  assessm en t o f th e  risk s  of m a te ria l m issta tem en t due to  fraud  
m ade e a rlie r  in  th e  aud it. As p a r t o f th is  evaluation , th e  au d ito r w ith  final 
responsib ility  for th e  au d it should  asce rta in  th a t  th e re  h as  been app ropria te  
com m unication w ith  th e  o th er au d it team  m em bers th roughou t th e  au d it re ­
gard ing  inform ation or conditions indicative of risk s  of m ate ria l m issta tem en t 
due to  fraud .
Responding to Misstatements That M ay Be the Result of Fraud
5.32 W hen au d it te s t  re su lts  identify  m issta tem en ts  in  th e  financial s ta te ­
m ents, th e  au d ito r should consider w h e th er such m issta tem en ts  m ay be indica­
tive of fraud. See p a rag rap h s  75 th rough  78 of SAS No. 99 for requ irem en ts  and
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guidance about an  au d ito r’s response to m issta tem en ts  th a t  m ay be th e  re su lt 
o f fraud . I f  th e  au d ito r believes th a t  m issta tem en ts  a re  o r m ay be th e  re su lt of 
fraud , b u t th e  effect of the  m issta tem en ts  is not m ate ria l to th e  financial s ta te ­
m ents, th e  aud ito r nevertheless should evaluate  the  im plications, especially 
those dealing  w ith  th e  organizational position of th e  person(s) involved.
5.33 I f  th e  au d ito r believes th a t  the  m issta tem en t is or m ay be th e  re ­
su lt o f fraud , and  e ith e r h as  determ ined  th a t  th e  effect could be m a te ria l to 
the  financial s ta tem en ts  o r has  been unable  to eva lua te  w hether th e  effect is 
m ateria l, the  aud ito r should:
а. A ttem pt to obtain  additional evidential m a tte r  to  determ ine 
w hether m a te ria l fraud  h as  occurred or is likely to  have occurred, 
and , if  so, its  effect on th e  financial s ta tem en ts  and  th e  audito r's 
repo rt th e reo n .1
b. C onsider the  im plications for o ther aspects of the  au d it (see p a ra ­
g raph  76 of SAS No. 99).
c. D iscuss the  m a tte r  and  the  approach for fu rth e r investigation  w ith 
an  appropria te  level o f m anagem ent th a t  is a t  least one level 
above those involved, and  w ith  senior m anagem ent and  th e  au d it 
com m ittee. 12
d. I f  appropria te , suggest th a t  the  client consult w ith  legal counsel.
5.34 The auditor's consideration of th e  risk s of m a te ria l m issta tem en t 
and  th e  resu lts  of au d it te s ts  m ay ind icate such a  significant r isk  of m ate ria l 
m issta tem en t due to  fraud  th a t  th e  aud ito r should consider w ithdraw ing  from 
th e  engagem ent and  com m unicating th e  reasons for w ithdraw al to  th e  au d it 
com m ittee or o thers w ith  equivalen t au th o rity  an d  responsibility. The aud ito r 
m ay w ish to  consult w ith  legal counsel w hen considering w ithdraw al from  an  
engagem ent.
Com m unicating About Possible Fraud to M anagem ent, the Audit 
Committee, and Others
5.35 W henever th e  aud ito r h as  determ ined  th a t  th e re  is evidence th a t  
fraud  m ay exist, th a t  m a tte r  should be brough t to th e  a tten tio n  of an  appropri­
a te  level of m anagem ent. See p a rag rap h s 79 th rough  82 of SAS No. 99 (AICPA, 
P rofessional S ta n d a rd s , vol. 1, AU sec. 316.79-.82; and  for aud its  conducted in  
accordance w ith  PCAOB S tandards: AICPA, P C A O B  S ta n d a rd s  a n d  R e la ted  
R u les, AU sec. 316.79-.82), for fu rth e r  requ irem en ts and  guidance about com­
m unications w ith  m anagem ent, th e  a u d it com m ittee, and  others.
Documenting the Auditor's Consideration of Fraud
5.36 P arag rap h  83 of SAS No. 99 requ ires ce rta in  item s and  events to  be 
docum ented by th e  auditor. A uditors should comply w ith  those requirem ents.
Practical Guidance
5.37 The AICPA Practice Aid, F raud  D etection  in  a  G A A S A u d it—R evised  
E d itio n , provides a  w ealth  of inform ation and  help  on complying w ith  the
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1 S e e  S A S  N o. 58  for gu id an ce  on aud itors' rep orts is su ed  in  con n ection  w ith  a u d its  o f  fin ancia l 
s ta tem en ts .
2 I f  th e  au d itor  b e liev es  sen ior  m an a g em en t m ay  be in vo lved , d iscu ssio n  o f  th e  m a tter  d irectly  
w ith  th e  au d it com m ittee  m ay  be appropriate.
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provisions of SAS No. 99. Moreover, th is  practice a id  will a ss is t aud ito rs  in  
u n d ers tan d in g  th e  requ irem en ts of SAS No. 99 an d  w hether cu rren t au d it p rac­
tices effectively incorporate these  requirem ents. This P ractice Aid is  a n  O ther 
A uditing  Publication as defined in  SAS No. 95, G enerally A ccep ted  A u d itin g  
S ta n d a rd s , as  am ended (AICPA, Professional S ta n d a rd s , vol. 1, AU sec. 150). 
O ther A uditing  Publications have no au tho rita tive  s ta tu s; however, they  m ay 
help  th e  aud ito r u n d e rs tan d  and  apply SASs.
Nature of Operations
5.38 I t  is im portan t for th e  aud ito r to  consider the  com pany’s m ethod of 
operation  in  p lann ing  th e  aud it. R esponsibilities associated w ith  property  op­
e ra tion  w ill vary  widely. Among m a tte rs  to  be considered would be the  ex ten t of 
opera ting  responsibilities, th e  use  of p a rtn e rsh ip s  or jo in t ven tu res, and  re la ted  
p a rty  transactions.
5.39 O pera tor o r  N onoperator. A d istinction  can be d raw n  betw een au d it 
procedures designed to  be used  in  th e  a u d it of th e  financial s ta tem en ts  o f a  
producer acting  as an  operato r of p roperties an d  th e  au d it procedures used  in  
th e  au d it of th e  financial s ta tem en ts  of a  com pany acting  solely as a  nonoperator 
to  jo in t operating  agreem ents. Some of th e  factors to  consider are—
•  The te rm s of th e  operating  agreem ent concerning th e  du ties and  re ­
sponsibilities of th e  operato r an d  th e  rig h ts  and  obligations of th e  non­
operators.
•  W hether th e  operator's controls provide reasonable assu rance  of com­
pliance w ith  th e  provisions of th e  operating  agreem ent, provide proper 
and  prom pt billing of costs and  expenses to  nonoperators, and  provide 
d istribu tion  of revenues to  royalty  in te re s t ow ners and  nonoperator 
w orking in te re s t holders.
•  W hether th e  nonoperator's controls provide reasonable assu rance of 
p roper accounting for costs an d  expenses. A nother factor to  consider 
is th a t  billings received from  th e  operator a re  properly supported  and  
in  compliance w ith  th e  te rm s of th e  operating  agreem ent.
•  W hether o r no t jo in t in te re s t au d its  a re  periodically perform ed.
5.40 N onoperators generally  requ ire  significantly less accounting an d  op­
erations personnel th a n  would a n  operator. The operator will have the  responsi­
b ility  for paying all costs o f th e  developm ent an d  th e  operation of th e  property, 
properly billing such costs to  th e  nonoperators, an d  often collecting and  d is­
tr ib u tin g  revenues. O n th e  o th er hand , the  nonoperator pays and  collects only 
its  sh a re  of th e  costs and  revenues (generally  no m ore often th a n  once a  m onth).
5.41 Use o f  P artnerships. The use  of p a rtn e rsh ip s  for financing purposes 
usua lly  adds significant com plications to  th e  accounting and  aud iting  of an  
oil and  gas company. M any com panies create lim ited  p a rtn e rsh ip s  by selling 
lim ited  p a r tn e r  in te re s ts  in  public or p rivate  offerings. Often, th e  lim ited  p a r t­
nersh ip  ag reem ents requ ire  au d its  of th e  partnersh ip . The aud ito r should be 
m indful th a t  a  lower m a te ria lity  factor m ay be m ore appropria te  for testing  
p artn e rsh ip  transac tions th a n  for te s tin g  transac tions of th e  sponsoring com­
pany, w hich m ay also be audited .
5.42 In  addition , th e  te rm s of th e  p a rtn e rsh ip  agreem ent would d ictate  
th e  allocation of costs and  revenues to  th e  lim ited  and  general p a rtn e rs  and  
often would requ ire  a  determ ination  of the  s ta tu s  of individual properties or
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groups of properties w ith in  th e  partnersh ip . Therefore, the  aud ito r should be fa­
m ilia r w ith  th e  significant provisions of th e  p a rtn e rsh ip  ag reem ent and , w here 
applicable, th e  au d it procedures should reflect these  considerations.
5.43 R ela ted  P arty  Transactions. The n a tu re  of oil and  gas operations tends 
to  re su lt in  a  g rea te r frequency and  significance of re la ted  p a rty  transac tions 
th a n  would occur in  m any o ther industries. This is largely because of th e  read ily  
divisible n a tu re  of property  ow nership, b u t these  transac tions also occur from 
dealings w ith  lim ited  p artne rsh ip s , jo in t ven tu res, and  th e  like. Commonly 
encountered  re la ted -party  transac tions include—
•  Employee in te re s t in  properties, particu larly  th rough  incentive p lans 
th a t  enable key em ployees to ea rn  an  in te re s t in  successful prospects.
•  P artic ipation  in  properties w ith  directors. P articu larly  in  sm aller com­
panies, a  frequent source of prospects m ay be d irectors who are  th em ­
selves independen t operators in  th e  industry.
•  T ransactions w ith  lim ited p artnersh ip s, including hand ling  property  
transac tions and  allocating costs. L im ited pa rtn e rsh ip s  often involve 
conflicts of in te rest, in  w hich decisions m ay benefit or adversely affect 
e ith e r th e  com pany or the  lim ited partners.
5.44 In  p lann ing  th e  aud it, consideration should be given to  determ in ing  
th a t  inform ation necessary  for re la ted  p arty  disclosures is available and  proce­
dures for te s tin g  th e  re la ted  accounts should be designed to comply w ith , SAS 
No. 45, O m n ibus S ta tem en t on A u d itin g  S ta n d a rd s— 1983, "R elated Parties" 
(AICPA, P rofessional S ta n d a rd s , vol. 1, AU sec. 334).
5.45 O th er C onsiderations. O th er item s re la ted  to property  operations th a t  
m ay requ ire  consideration in  th e  p lann ing  of specific au d it procedures include 
th e  following:
•  Long-term  sales contracts
•  D rilling contracts
•  Take-or-pay contracts
•  Production paym ents
•  Farm -outs and  carried  in te res ts
•  Leases, particu larly  expiration  provisions
•  T im ing of d rilling  activ ities and  evaluation  of unproved properties
•  P roduction-balancing contracts
•  Division orders
•  R egulatory agreem ents
G eographical Considerations
5.46 The procedures used by th e  au d ito r d u ring  an  au d it of an  oil and  
gas producing com pany's financial s ta tem en ts  m ay be g reatly  affected by the  
geographical a reas  in  w hich th e  com pany operates. For exam ple, offshore oper­
ations and  operations in  foreign countries m ay requ ire  the  aud ito r to consider— •
•  D ifferent types of property  costs associated w ith  offshore as opposed 
to onshore operations.
•  Regional pricing differences and  th e  availab ility  o f m arkets.




•  P roduction-sharing  contracts w ith  foreign governm ents.
•  Tax im plications of foreign operations.
•  D isclosure requ irem en ts of foreign operations.
Identifying Personnel W ith Specific Functions
5.47 Identify ing specified personnel, and  th e ir  geographic location, having 
th e  responsibility  for specific functions re la ted  to accounting, in te rn a l control, 
an d  financial reporting  is an  in teg ra l p a r t  of p lann ing  the  aud it.
5.48 F ield  O peration  A ccounting  Personnel. Field operations m ay be con­
ducted  in  a  m an n er w hereby the  accounting d a ta  for investm en ts in , and  oper­
ations of, oil and  gas properties a re  processed in  th e  com pany's hom e office. On 
th e  o ther han d , certa in  functions m ay be perform ed in  d istric t or field offices. 
The au d ito r identifies th e  personnel, and  th e ir  location, responsible for specific 
item s, such as—
•  P rep arin g  and  approving A FEs and  subsequently  reconciling ac tua l 
costs w ith  estim ates.
•  M easuring  and  reporting  u n its  of production.
•  P ricing  production.
•  Approving expenses and  allocations to  specific properties.
•  Jo in t in te re s t billing and  revenue sharing.
•  H and ling  w arehouse receip ts and  issu ing  m ateria ls .
•  Com plying w ith  regulations.
5.49 Geological, G eophysical, a n d  E n gineering  Personnel. F inancial s ta te ­
m en ts  an d  reports  to m anagem ent for com panies w ith  oil and  gas producing 
activ ities requ ire  th a t  certa in  d a ta  be m ade available th a t  call for th e  in p u t 
o f personnel o ther th a n  accounting d ep artm en t personnel. This inform ation 
includes—
•  S ta tu s  of wells and  well classification (i.e. exploratory versus develop­
m ental).
•  R eserve d a ta  about un its , production curves, fu tu re  developm ent and  
operating  costs, an d  th e  like.
•  Production  d a ta  analyses of pricing, num ber of u n its , conversion fac­
tors, and  so on.
•  A FE d a ta —for exam ple, identification of cap ita l versus expense 
workovers.
•  Value inform ation an d  exploration p lans for m easuring  im pairm en t 
and  cost ceiling.
5.50 L a n d  D epartm en t Personnel. These personnel m ay a ssis t in  providing 
inform ation regard ing  p roperty  identification, ow nership d a ta , tran sfe rs  from 
undeveloped properties to  producing leaseholds or abandonm ents, or cu rren t 
s ta tu s  of con tractual obligations th a t  a re  applicable to leasehold rig h ts  (such as 
delay re n ta l paym ents, drilling  obligations, and  payout sta tu s). W hen m aking 
th e  inquiries re ferred  to  above, th e  aud ito r should also p lan  to identify  the  
procedures used  by th e  com pany’s personnel in  accum ulating , processing, and  
va lida ting  th e  d a ta  involved.




5.51 The n a tu re  of the  oil an d  gas in dustry  often requ ires the  use of spe­
cialists such as reservo ir engineers and  geologists. Such specialists m ay be em ­
ployees of the  com pany or they  m ay be independent consu ltan ts o r contractors. 
SAS No. 73, U sing the Work o f  a  S p ec ia lis t (AICPA, P rofessional S ta n d a rd s , 
vol. 1, AU sec. 336), provides guidance to  the  aud ito r who does use th e  work 
of a  specialist in  perform ing an  aud it. In  addition , A uditing  In te rp re ta tio n  No. 
1 of SAS No. 52, "S upplem entary  Oil and  G as Reserve Inform ation," a t  AU 
section 9558.01-.06, describes s tan d a rd s  p repared  by th e  Society of Petro leum  
E ngineers for qualifications of a  reserve estim ator.
5.52 The aud ito r preferably should m ake an  early  assessm en t of the  ex ten t 
of use of specialists and  the  tim ing  considerations thereof, including th e  need for 
involving independent consu ltan ts. The aud ito r m ay consider ou tlin ing  those 
needs in  an  au d it engagem ent letter.
5.53 SAS No. 83, E sta b lish in g  an  U n derstan d in g  W ith the C lien t, as 
am ended (AICPA, P rofessional S ta n d a rd s ,  vol. 1, AU sec. 310; and  for aud its  
conducted in  accordance w ith  PCAOB S tandards: AICPA, P C A O B  S ta n d a rd s  
a n d  R e la ted  R u les, AU sec. 310), requ ires the  au d ito r to  estab lish  an  un d er­
s tand ing  w ith  th e  client th a t  includes th e  objectives of the  engagem ent, the  
responsibilities of m anagem ent and  th e  auditor, and  any  lim ita tions of th e  en ­
gagem ent. T his u n d erstan d in g  w ith  the  c lient should include m anagem ent's re ­
sponsibility  for determ in ing  the  appropria te  disposition of financial s ta tem en t 
m issta tem en ts  aggregated  by th e  auditor. The S ta tem en t requ ires th e  au d i­
to r to docum ent the  u n d erstan d in g  w ith  the  client in  th e  w orkpapers, prefer­
ably th rough  a  w ritten  com m unication w ith  the  client. The S ta tem en t provides 
guidance to  the  au d ito r for s itua tions in  which the  prac titioner believes th a t  an  
u n d erstan d in g  w ith  th e  client h as  no t been established.
5.54 SAS No. 83, as am ended by SAS No. 89, also identifies specific m a tte rs  
th a t  o rd inarily  would be addressed  in  th e  u n d erstan d in g  w ith  the  client, and  
o ther con tractual m a tte rs  an  aud ito r m ight w ish to  include in  th e  u n d e rs ta n d ­
ing. S ta tem en t on S tan d ard s for A ttesta tion  E ngagem ents No. 10, as am ended, 
A ttes ta tio n  S ta n d a rd s :  R evision  a n d  Recodification , C hap te r 1, "A ttest E ngage­
m ents," p a rag rap h  1.46, E sta b lish in g  an  U n derstan d in g  W ith the C lien t, se ts 
fo rth  these  sam e requ irem en ts for a tte s ta tio n  engagem ents.
5.55 The ex ten t to  which a n  independen t outside specialist is used  m ay 
depend on w hether a  cost ceiling lim ita tion  problem  is considered likely to 
exist. (See discussion u n d er "Accounting for Production" in  p a rag rap h s 2.107 
th rough  2.124.) This is a  judgm en ta l area ; however, aud ito rs should consider 
th e  advisability  of requesting  th e  involvem ent of a n  independen t outside spe­
cialist w hen it  appears th e  costs a re  approaching or m ay exceed th e  cost ceiling 
lim itation .
Tax and Other Regulatory Matters
5.56 Various tax  and  o th er regu lato ry  m a tte rs  can  have a  significant im ­
pact on an  oil and  gas com pany's financial s ta tem en ts. The aud ito r should m ake 
inquiries abou t th e  s ta tu s  of federal and  s ta te  income tax  m a tte rs  and  sever­
ance and  property-tax  reporting  m atte rs . The au d ito r should also review  the  
determ ination  of the  producer's s ta tu s  as an  independen t producer because of 
th e  su b stan tia l im pact such a  determ ination  can have on income tax  liabilities.
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(See discussion u n d e r "Depletion" in  p a rag rap h s 3.07 th rough  3.10.) In  add i­
tion , ce rta in  inquiries concerning taxes should be m ade. These include—
•  S ta tu s  of depository or w ithholding requ irem en ts and  com pliance w ith  
applicable reporting  requirem ents.
•  P rocedures used  to te s t  th e  accuracy of am ounts w ithheld  or deposited 
and  to  com pute am ounts refundable.
•  The com pany's repo rting  responsibility  because of its  role as  general 
or m anag ing  p a r tn e r  in  existing  partnersh ip s.
O ther regu lato ry  m a tte rs  include—
•  Pricing  procedures used in, and  personnel responsible for, compliance 
w ith  applicable s ta tu te s  and  regulations.
•  R eporting  to s ta te  regu lato ry  au th o ritie s  (which s ta te s  a re  involved, 
w ha t repo rts  m u st be filed, w h a t procedures a re  used  to  accum ulate 
applicable d a ta , and  so on).
•  R eporting  to th e  SEC (cu rren t s ta tu s  of filings, identification of d a ta , 
responsible personnel, an d  the  like).
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Audit Considerations
5.57 T his section identifies and  discusses certa in  a u d it considerations of 
some of th e  business functions an d  accounts un ique to  oil and  gas producing 
com panies. The procedures selected to achieve th e  p a rticu la r au d it objectives 
should be adap ted  to  th e  specific circum stances of th e  company. The a reas  d is­
cussed include property, receivables, payables, expenses, revenues, and  o ther 
considerations.
Property
5.58 The te s ts  o f property  accounts o f com panies w ith  oil and  gas produc­
ing  activ ities requ ire  careful consideration  by th e  auditor. P roperty  generally  
rep resen ts  th e  la rg est item  in  th e  balance shee t and  is often th e  m ost difficult to 
te s t. Reliance is often placed on estim ates by th e  com pany’s operations d e p a rt­
m en t an d  m anagem ent assertions. Following are  several a reas  th a t  deserve 
special a tten tio n  in  th e  te s ts  of oil an d  gas property  accounts:
•  P roperty  costs
•  In te re s t cap ita lization
•  M ateria ls  and  supplies
•  T im ing of d rilling  activ ities and  evaluation  of unproved properties
•  Conveyances
•  A bandonm ent costs
•  D ry hole costs
•  Wells in  progress
•  D epletion, depreciation, an d  am ortization
•  C ap ita l cost lim ita tions
5.59 P roperty  Costs. Jo in t in te re s t ow ners sh are  in  acquisition, explo­
ra tion , developm ent, and  production costs in  accordance w ith  th e  cost-sharing 
provisions of th e  jo in t operating  agreem ent. C arried  and  reversionary  in te re s t 
provisions (am ong m any o th er sim ilar arrangem en ts) often cause th e  sharing
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of costs to  be d ifferent from the  p e rm an en t lease ow nership. The au d ito r should 
be fam iliar w ith  the  cost-sharing provisions of each p roperty  selected for te s tin g  
in  o rder to  effectively au d it p roperty  costs.
5.60 For cost-control purposes, an  AFE is p repared  for m ost exploratory 
and  developm ent drilling  activ ities and  m ajor projects u n d ertak en  by jo in t in ­
te rests . The AFE gives the  operator approval to incur specified dollar am ounts 
in  accom plishing agreed-upon tasks. The aud ito r m ay com pare ac tua l costs 
incurred  by the  operator w ith  AFE am ounts for evidence of unau tho rized  or 
excessive expenditures. Indications of po ten tia l charges or cred its from jo in t 
in te re s t au d its  im pending or in  progress should be evaluated  in  accordance 
w ith  FASB S ta tem en t No. 5,‡ A ccounting  for C ontingencies.
5.61 D epreciation of support equ ipm ent an d  facilities used  in  oil an d  gas 
producing activ ities is properly accounted for as exploration, developm ent, or 
production costs, depending on th e  activ ity  w ith  w hich th e  support equ ipm ent 
or facilities a re  involved. The aud ito r should consider app ropria te  au d it proce­
dures to determ ine th a t  depreciation of support equ ipm ent is properly allocated 
based  on the  n a tu re  of the  activity.
5.62 A s ta n d a rd  procedure in  au d itin g  p roperty  accounts of any  com m er­
cial en terp rise  is te s tin g  physical existence. Physical exam ination  of m any types 
of oil and  gas property  is som etim es im practical and  often a lte rn a tiv e  proce­
dures a re  perform ed. For instance, producing wells a re  frequently  too widely 
d ispersed and  too num erous to be exam ined. A lternately, the  aud ito r m ay exam ­
ine production records m ain ta ined  by th e  operations d ep artm en t to  determ ine 
th a t  production proceeds were being received on the  property  as of th e  end of the  
period. Likewise, leasehold rig h ts  a re  in tangible, and  ow nership is evidenced 
only th rough  a  lease or a ssignm ent docum ent. A bsolute verification of the  com­
pany's ow nership in  a  lease would requ ire  a  title  search—a  tim e-consum ing 
and  expensive process. For th is  reason, the  aud ito r m ay te s t ow nership by ex­
am ining  a  lease agreem ent and  lease file. Additionally, exam ination  of a  delay 
ren ta l paym ent is fu rth e r  evidence of th e  com pany's re ten tion  of its  in te re s t in  
th e  lease. The aud ito r m ay also obtain  signed rep resen ta tions th a t  th e  subject 
lease w as not sold, assigned, or otherw ise disposed of during  th e  period.
5.63 In terest C ap ita liza tion . In  de term in ing  w hether capitalized  in te re s t 
is properly accounted for, th e  aud ito r should check th a t  th e  qualifying asse ts  
have no t previously en tered  th e  earn ings activ ities of th e  com pany and  de ter­
m ine th a t  in te re s t capitalized  is properly com puted.
5.64 M a teria ls  a n d  S upplies. O perators o f oil and  gas properties often 
hold or have m ate ria ls  an d  supplies (production equipm ent inventory) stored  
by independen t sto rage yards for use in  fu tu re  drilling  activ ities and  operations. 
Frequently , equ ipm ent will be tran sfe rred  to  a  property  in  w hich th e  operator 
h as  an  in te rest. The operato r charges th e  jo in t account for th e  equipm ent and  
bills nonoperating  in te re s t ow ners for th e ir  sh a re  of the  equipm ent p u rsu a n t to 
th e  jo in t operating  agreem ent. Likewise, equ ipm ent is often tran sfe rred  back 
to  a  storage y a rd  upon the  abandonm ent o f a  well. The operato r issues cred it to ‡
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‡ R ecen tly  th e  FA SB  h a s  is su ed  FA SB  S ta te m e n t N o. 154, A ccounting  Changes a n d  E rror  
Corrections— a replacem ent o f  A P B  O pinion No. 2 0  a n d  F A S B  S ta tem en t No. 3. T h is  FA SB  S ta te ­
m en t sh a ll be e ffec tive  for accou n tin g  ch an ges  an d  corrections o f  errors m ade in fiscal yea rs  b eg in n in g  
a fter  D ecem b er 1 5 ,  2005 . E arly  adop tion  is  p erm itted  for accou n tin g  ch an ges  an d  corrections o f  errors  
m ad e in  fiscal y ea rs  b eg in n in g  a fter  th e  d a te  th is  FA SB  S ta te m e n t is  is su ed . T h is  FA SB  S ta te m e n t  
d oes not ch an ge  th e  tra n sitio n  prov ision s o f a n y  e x is t in g  accou n tin g  pron ou n cem en ts, in c lu d in g  th ose  
th a t  are  in  a  tr a n s itio n  p h ase  a s  o f  th e  e ffective  d a te  o f  th is  FA SB  S ta tem en t.
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th e  nonoperating  in te re s t ow ners for th e ir  share  of the  condition value a ttached  
to  th e  equipm ent as d ictated  by th e  accounting procedures supplem ent to  th e  
jo in t operating  agreem ent. The aud ito r should consider procedures to  identify 
equipm ent m ovem ents and  te s t  th e  propriety  of the  accounting tre a tm e n t for 
such m ovem ents. D epending on th e  ex ten t of controls in  effect, the  aud ito r m ay 
confirm the  existence of equipm ent w ith  independen t yards or m ay consider 
i t  necessary  to  observe th e  tak in g  of a  physical inventory. The aud ito r should 
determ ine th a t  m ate ria ls  and  supplies a re  not carried  a t  am ounts in  excess of 
th e  am ounts recoverable in  th e  norm al course of business th rough  use by the  
operato r o r recovery th rough  operating  agreem ents; th e  aud ito r should also 
review  for obsolescence. W hen m a te ria ls  and  supplies a re  held  for sale, the  
u su a l lower-of-cost-or-market te s t should be applied.
5.65 Conveyances. Oil and  gas property  conveyances can take  a  varie ty  of 
forms, each o f which m ay be unique. The au d ito r should eva lua te  the  account­
ing  tre a tm e n t of conveyance transac tions in  accordance w ith  the  conveyance 
provisions of FASB S ta tem en t No. 19, F inan cia l A ccounting  a n d  R eportin g  by  
O il a n d  G as P rodu cin g  Com panies, and  R egulation S-X. The aud ito r should also 
be aw are of th e  considerable differences betw een th e  financial accounting and  
income tax  tre a tm en ts  o f conveyances in  th e  review  of th e  com pany's income 
ta x  accrual.
5.66 A ban don m en t Costs. Accounting for abandoned wells and  leases is 
discussed u n d e r "Production" in  parag rap h s 2.95 th rough  2.135. For ab an ­
doned, unproved leases th a t  are  not expiring  u n d e r th e ir  own term s, th e  aud ito r 
m ay ob tain  rep resen ta tio n s3 from  th e  com pany (1) th a t  i t  does not in ten d  to 
prom ote, develop, or sell th e  lease, or to  pay fu tu re  delay ren ta ls  w hen they  come 
due and  (2) th a t  it  h a s  all necessary  approvals. For leases th a t  expire un d er 
th e ir  own te rm s or because of failure to perform  drilling  obligations, the  au d i­
to r should consider app ropria te  procedures to  determ ine th a t  th e  com pany no 
longer h as  an  in te re s t in  th e  lease and  th a t  the  com pany has properly approved 
an d  recorded th e  abandonm ent. W hen w ells a re  abandoned, th e  operator is re ­
qu ired  to  file a  plugging repo rt w ith  the  app ropria te  s ta te  governm ental agency. 
The aud ito r m ay exam ine th e  plugging repo rt to su b stan tia te  the  abandonm ent 
of th e  well and , w here applicable, determ ine th a t  proper credit w as g ran ted  to 
jo in t ow ners for salvageable lease an d  well equipm ent.
5.67 D ry H ole Costs. U nder th e  successful efforts m ethod of accounting, dry 
hole costs o f a n  exploratory  well a re  expensed w hen a  de term ination  is m ade 
th a t  th e  well h as  no proved reserves. The aud ito r can  usually  su b stan tia te  
th e  success o r failure of a  drilling  effort by exam ining drilling  reports  from
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3 SA S  N o. 85 , M anagem ent R epresenta tions, a s  am en d ed  (AICPA, Professional S ta n d a rd s , vol. 1, 
A U  sec. 333; an d  for a u d its  condu cted  in  accordance w ith  PC A O B S tandards: AICPA, PCAO B S ta n ­
d a rd s  a n d  R ela ted  R u les, A U  sec. 333 ), e s ta b lish e s  a  req u irem en t th a t  an  auditor, p erform ing an  
a u d it in  accordan ce w ith  g en era lly  accep ted  a u d itin g  stan d ard s, ob ta in  w r itten  rep resen ta tio n s from  
m a n a g em en t for a ll fin an cia l s ta te m e n ts  and  p eriods covered by th e  auditor's report. T h e  S ta te m e n t  
a lso  p rovides gu id an ce con cern in g  th e  rep resen ta tio n s to  b e o b ta in ed , a lon g  w ith  an  illu stra tiv e  m a n ­
a g em en t rep resen ta tion  letter. R ead ers sh ou ld  b e  aw are th a t  SA S N o. 9 9 , C onsideration o f  F raud in  a 
F inancia l S ta tem en t A u d it,  am en d s SA S  N o. 85  by r ev is in g  th e  gu id an ce for m a n a g em en t rep resen ­
ta t io n s  abou t fraud  cu rren tly  fou nd  in  SA S  N o. 85.
W hen  p erform ing an  in teg ra ted  au d it o f  fin an cia l s ta te m e n ts  and  in tern a l control over fin ancia l 
rep ortin g  in  accordance w ith  PC A O B stan d ard s, th e  au d itor  sh ou ld  refer to  p aragraphs 1 4 2 -1 4 4  o f  
PC A O B A u d itin g  S tan d ard  N o. 2  for a d d ition a l required w ritten  rep resen ta tion s to  be ob ta in ed  from  
m a n a g em en t (C onform ing A m en d m en ts to PCAO B In terim  S ta n d a rd s  R esu ltin g  from  the A doption  
o f  PCAO B A u d itin g  S ta n d a rd  No. 2 ,  A U  sec. 333). S e e  th e  PCAO B W eb s ite  a t  w w w .pcaobus.org  for 
in form ation  abou t th e  effec tive  d a te  o f  th ese  conform in g am en d m en ts .
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th e  drilling  com pany (or operator for nonoperating  in te re s t owners). I f  d rilling  
repo rts  a re  unavailable, th e  aud ito r can  exam ine a  plugging repo rt filed by the  
operato r a s  support of th e  unsuccessful outcome of a  well.
5.68 W ells in  P rogress . || The accounting tre a tm e n t for costs associated 
w ith  exploratory wells in  progress a t  th e  end  of a  reporting  period is unique 
only u n d e r the  successful efforts m ethod. Costs of an  exploratory well th a t  h as  
no t found proved reserves should be expensed. The aud ito r u ses all inform ation 
available in  eva lua ting  the  s ta tu s  of a n  exploratory well as  of th e  repo rt date. 
Occasionally, a  well is drilled and  it cannot be im m ediately  determ ined  w hether 
th e  property  h as  proved reserves. This often happens because th e  property  
appears m arg inally  economical or a  m ajor cap ita l expenditure is requ ired  before 
production can begin. Usually, if  a  decision about the  economic viability  o f a  well 
cannot be m ade w ith in  one year, the  well would be considered im paired  and  
th e  costs charged to  expense. A well requ iring  a  m ajor cap ita l expend itu re  is 
carried  as  an  a sse t only if  the  well h as  a  sufficient q u an tity  of reserves to  ju stify  
its  completion. If  th e  drilling  of additional wells is necessary  to  determ ine if 
reserves a re  sufficient, th e  com pany decides w hether i t  is w arran ted  to incur the  
additional cap ita l expenditures. In  addition , th e  drilling  of th e  wells m u st have 
commenced or be firmly p lanned  in  th e  fu tu re  in  o rder to be carried  as an  asset. 
The au d ito r evaluates a ll available inform ation to  determ ine if  cap ita lization  
of costs is p roper u n d er th e  above criteria .
5.69 D epletion , D epreciation , a n d  A m ortiza tion . The m ethods used  in  com­
p u ting  DD&A u n d e r th e  full cost an d  successful efforts m ethods a re  discussed 
u n d e r "Production" in  p a rag rap h s  2.95 th rough  2.135. The key to  aud iting  
DD&A is to su b stan tia te  th e  DD&A ra te  and  th e  DD&A cost base to w hich 
th e  ra te  is applied. In  te s tin g  th e  DD&A ra te , th e  aud ito r should inqu ire  about 
th e  m ethods and  bases used in  th e  reserve study  and  th e ir  consistency w ith  
o th er available inform ation. C u rren t-year production q u an titie s  m ay be tested  
in  conjunction w ith  the  te stin g  of oil and  gas production revenues. The cost 
base to  which th e  DD&A ra te  is applied p e rta in s  to each cost cen ter u n d er th e  
full cost m ethod and  on a  property-by-property or a n  aggregation-of-properties 
basis u n d e r th e  successful efforts m ethod. The aud ito r should te s t th e  cost base 
used  in  th e  com putation  and  determ ine if  a ll costs excluded from  th e  cost base 
a re  properly excludable. The full cost m ethod requ ires including estim ated  fu­
tu re  developm ent costs in  th e  com pany's cost base. The aud ito r should review  
th e  com pany's e stim ated  fu tu re  developm ent costs; determ ine if  they  a re  re a ­
sonable, given estim ated  fu tu re  developm ent activity; an d  com pare th em  to 
th e  reserve report. The au d ito r should also determ ine w hether these  costs are  
based on cu rren t costs.
5.70 U nproved properties a re  periodically assessed  to  determ ine i f  they  
have been im paired . (Accounting for im pairm en t of unproved p roperty  costs is 
discussed u n d er "Acquisition of M ineral P roperties" in  p a rag rap h s 2.01 th rough  
2.34.) The au d ito r should review  the  com pany's procedures in  providing for im ­
p a irm en t an d  eva lua te  th e  adequacy of the  provision. In  eva lua ting  th e  ade­
quacy of th e  im pairm en t provision, th e  au d ito r should use  such inform ation
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|| O n A pril 4 , 20 0 5 , th e  FA SB  s ta f f  is su ed  B oard directed  FA SB  S ta ff  P osition  N o. FA S 19, A c­
counting  fo r  Susp en d ed  Well Costs, w h ich  p rovides gu id an ce  on  th e  accou n tin g  for exp loratory w ell 
co sts  and  am en d  p aragrap h s 3 1 -3 4  o f  FA SB  S ta te m e n t N o. 19. T h e  gu id an ce  in  th e  F S P  a p p lie s  to  
e n tit ie s  th a t  u se  th e  su ccessfu l efforts m eth od  o f  accou ntin g. R eaders sh ou ld  con tin u e  to  m on itor  th e  
progress o f  th is  FSP. T he gu id an ce in th is  F S P  shou ld  be ap p lied  to th e  first rep orting period b eg in n in g  
a fter  A pril 4 , 2 005 . T he gu id an ce  sh ou ld  be ap p lied  p rosp ectively  to  e x is t in g  an d  n ew ly  cap ita lized  
exp loratory w ell costs. R eaders sh ou ld  refer to  th e  F S P  for tra n s itio n  gu id ance.
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as th e  com pany's drilling  p lans, dry  holes drilled  in  a reas  n e a r the  company's 
leases, and  lease expiration  dates, because it is m ore likely th a t  im pairm en t 
ex ists on leases whose expiration  d a tes a re  approaching. The aud ito r should 
be aw are th a t  top leases m ay be im paired  by drilling  activ ities of the  original 
lessee, w hether successful or not.
5.71 C a p ita l C ost L im ita tion s. The full cost m ethod prescribes a  ceiling 
te s t  for capitalized  costs. The aud ito r should review  th e  com ponents of the  cost 
ceiling com putation  to determ ine th a t  they  are  com puted in  accordance w ith  
th e  prescribed guidelines. The ra tiona le  behind the  ceiling te s t is th a t  oil and  
gas p roperty  costs should be recoverable from th e  underly ing  assets. Therefore, 
any  capitalized  costs—n e t of accum ulated  DD&A and  re la ted  deferred income 
taxes—in  excess of th e  ceiling a re  w ritten  off to expense. In  those s ituations 
w here costs approach or exceed th e  ceiling, i t  m ay be advisable to consider 
consu ltation  w ith  independen t outside specialists.
5.72 Im pairm en t of proved properties for a  successful efforts com pany is 
based  on th e  provisions of FASB S ta tem en t No. 144, A ccounting  for the Im ­
p a irm en t or D isposa l o f  L ong-L ived  A ssets. (See p a rag rap h  1.55 of th is  G uide 
for fu rth e r  inform ation.)# The au d ito r should consider au d it procedures to be 
applied  for te s tin g  im pairm en t of long-lived assets.
Receivables
5.73 The general approach in  aud iting  receivables from oil and  gas produc­
ing  activ ities is in  m any respects s im ilar to th a t  followed in  aud iting  receivables 
of com m ercial en terp rises. The confirm ation of accounts receivable is a  useful 
procedure for m ost accounts; however, special consideration  should be given to 
th e  perform ance of additional or a lte rn a tiv e  au d it procedures in  th e  following 
areas:
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•  Jo in t in te re s t billings (JIB s)
•  Jo in t in te re s t credits
•  Oil an d  gas sales
•  Production  im balances
•  C ash  calls
•  Collectibility
5.74 J o in t In terest B illings. The operato r can norm ally confirm from non­
opera ting  in te re s t ow ners th e  JIB  balance as  o f th e  au d it date; however, the  
valid ity  of jo in t in te re s t receivables is often dependent solely on th e  opera­
to r's accuracy in  p reparing  th e  underly ing  JIB s. Accordingly, th e  aud ito r of 
th e  operato r should consider procedures to te s t  (a) the  valid ity  and  accuracy 
of th e  charges supporting  th e  JIB  sta tem en ts  and  (b) the  percentages charged 
to  nonoperating  in te re s t owners. A t th e  au d it date  the  property  operator m ay 
have incurred  obligations on beh a lf of th e  jo in t ow ners th a t  have not been 
billed. These unbilled  obligations also rep resen t JIB  receivables th a t—except 
for th e  om ission of confirm ation testin g —should be considered for te s tin g  by 
th e  auditor.
# O n N ovem b er 29 , 1999 th e  SE C  issu ed  SA B  N o. 100, R estructuring  a n d  Im p a irm en t Charges, 
w h ich  read ers sh ou ld  con sid er  in  prep arin g  or a u d itin g  fin ancia l s ta te m e n ts  o f SE C  reg istran ts. SA B  
N o. 103, U pdate o f  Codification o f  S ta f f  A ccounting  B u lle tin s, am on g  o th er  m a tters  h a s  up dated  SA B  
N o. 100 to  reflect th e  prov ision s o f  FA SB  S ta te m e n t N o. 144.
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5.75 Jo in t In terest C redits. N onoperating  p artie s  norm ally have th e  rig h t 
to au d it th e  accounts and  records of the  operator re la tin g  to  th e  jo in t account. 
These au d its  often re su lt in  credits being g ran ted  to  nonoperating  parties. The 
nonoperator's aud ito r should determ ine w hether th e  nonoperator h as  recorded 
accounts receivable for credits g ran ted  and  evaluate  possible credits from aud its  
in  progress or im pending in  accordance w ith  the  gain-contingency provisions 
of FASB S ta tem en t No. 5. These procedures also apply to  th e  au d it of accounts 
payable of an  operating  com pany w here th e  operator is subject to issuance of 
po ten tia l jo in t in te re s t credits.
5.76 O il a n d  G as Sales. Oil and  gas production sales are  generally  recorded 
from ru n  tickets or rem ittance  advices received from pu rchasers of th e  produc­
tion. R em ittance advices a re  usually  received from one to th ree  m onths a fte r 
th e  pu rchaser tak es control of the  production. Oil an d  gas revenue transac tions 
m ay be recorded on a cash basis; however, the  com pany should accrue estim ated  
unreceived production revenues and  re la ted  production taxes a t  th e  financial 
s ta tem en t date. Such estim ates consider production volumes, revenue in terests , 
sales price h istories, and  appropria te  deductions. The aud ito r should te s t the  
accrual th rough  app rop ria te  m eans: for exam ple, verifying production q u a n ti­
ties used  in  the  estim ate  to independen t production records (or ru n  tickets, if  
available), com paring revenue in te re s t or royalty  in te re s t percentages w ith  ap ­
propria te  division orders, and  su b stan tia tin g  the  reasonableness of sales prices 
and  tax  w ithholdings used  in  th e  accrual.
5.77 P roduction  Im balances. Oil and  gas production from a  property  is 
usually  sold to purchasers for th e  benefit o f all jo in t ow ners o f th a t  property. 
The purchasers th en  usually  rem it th e  sales proceeds to jo in t ow ners in  ac­
cordance w ith  th e  d istribu tion  provisions of the  division o rder covering the  
property. M ost s tan d a rd  jo in t operating  ag reem ents allow jo in t ow ners the  op­
tion  of tak in g  th e ir  sh a re  of production in  k ind  ra th e r  th a n  hav ing  i t  sold to 
pu rchasers on th e ir  behalf. W here revenue in te re s t ow ners tak e  th e ir  sh a re  of 
production in  k ind, i t  is likely th a t  th e  ow ners have tak en  m ore (overlift) or 
less (underlift) production th a n  they  a re  en titled  to  as of the  au d it date. The 
aud ito r should review  th e  com pany’s en titlem en t com putation and  consider 
confirm ation procedures to  su b stan tia te  any  production im balance receivables 
or payables recorded a t th e  au d it date.
5.78 C ash Calls. U nder the  provisions of m ost jo in t operating  agreem ents 
the  operator of a  property  can require  nonoperating  in te re s t ow ners to advance 
th e ir  sh a re  of the  estim ated  cash  outlay  for th e  succeeding m onth 's drilling  
activ ities and  producing-property operations of the  jo in t account. In  these  cases, 
the  operator is en titled  to these  advances upon proper notification to th e  nonop­
e ra tin g  in te re s t owners. W here applicable, th e  aud ito r should consider confirm ­
ing cash  calls receivable w ith  nonoperating  in te re s t ow ners; the  aud ito r should 
also review  th e  operator's com putations supporting  the  cash  call to determ ine 
if  th e  am ounts requested  approxim ate an tic ipa ted  expenditures for operations 
in  th e  following m onth.
5.79 C ollectib ility . Collectibility of jo in t in te re s t accounts receivable in  the  
oil and  gas in dustry  trad itiona lly  h as  not been a  problem  because of the  rem e­
dies available to operators in  the  event of nonpaym ent or default. O perators 
have a  p referred  lien on the  ow nership in te re s t of nonoperating  parties. U nder 
th e  provisions of th e  s tan d a rd  operating  agreem ent, th e  operator can collect 
from oil and  gas purchasers the  proceeds accruing to th e  in te re s t of the  delin ­




have to  collect am ounts due in  th is  m anner, th e  au d ito r should determ ine th a t  
th e  delinquen t p a rty ’s sh are  of fu tu re  proceeds will cover th e  uncollected bal­
ance and  th e  appropria te  balance sheet classification. D isputes can arise  over 
jo in t in te re s t ow nership percen tages in  oil and  gas production and  requested  
n a tu ra l gas pricing classifications can be disallowed by the  FERC. The aud ito r 
should inquire  of com pany m anagem ent w hether such d ispu tes or po ten tial d is­
allow ances ex ist and  perform  app rop ria te  a u d it procedures to  determ ine th a t  
th e  effect of any  such d ispu tes is properly reflected or disclosed in  th e  financial 
sta tem en ts. Collectibility is a  m ore serious problem  w hen wells a re  plugged 
and  abandoned or a re  only m arg inally  economical, particu larly  if  one or m ore 
of the  nonoperators h a s  financial difficulties. The operato r m ay have th e  rig h t 
u n d e r th e  operating  ag reem ent to rebill all operating  in te re s t ow ners for th e ir  
proportionate sh are  of th e  unpaid  costs.
Payables
5.80 L iabilities re la ted  to oil and  gas producing activ ities a re  in  m any ways 
s im ilar to  those of a  typical com m ercial en terp rise . Accordingly, procedures 
in  these  a reas  a re  not necessarily  unique; however, certa in  liabilities deserve 
special a tten tio n  because of th e ir  pecu liarity  to the  oil and  gas industry. M any 
of these  liab ilities a rise  from th e  various everyday activ ities and  transac tions 
betw een operators an d  nonoperators of jo in t properties. The following are  some 
of th e  m ore u n u su a l areas:
•  Jo in t in te re s t payables
•  R evenue d istribu tion
•  Borrowings from production purchasers
•  U napplied  advances
•  Production taxes payable
5.81 J o in t In terest Payables. J IB s  sen t to  nonoperating  in te re s t ow ners 
from  operators generally  provide very little  deta il about th e  tim ing  of explo­
ra tio n , developm ent, an d  production expenditures incurred  by th e  operator. 
Therefore, these  JIB s  m ay not be useful w hen nonoperating  p artie s  accrue ac­
counts payable a s  of th e  au d it date . N onoperating  in te re s t ow ners accrue these  
expend itu res based  on th e  best available inform ation from the  com pany's oper­
ations d ep artm en t (or from th e  operato r if  more accessible). Usually, such infor­
m ation  can be adequate ly  e stim ated  from a  schedule of AFEs, w hich deta ils  all 
open AFEs, AFE costs, th e  com pany’s w orking in te re s t in  the  re la ted  properties, 
and  th e  com pletion percentage of each AFE. The au d ito r should consider ap ­
p rop ria te  au d it procedures to su b sta n tia te  the  com pleteness of the  schedule of 
open A FEs and  review  th e  AFE d a ta  contained in  th e  schedule w ith  operations 
personnel for reasonableness.
5.82 R evenue D istr ibu tion . Production revenues generated  from  a  prop­
e rty  a re  d is tribu ted  by pu rchase rs  in  accordance w ith  th e  provisions of th e  
division o rder executed by th e  jo in t ow ners of the  property. Jo in t ow ners often 
collect production proceeds on b eh a lf of o th e r jo in t or royalty  ow ners and  m ake 
app rop ria te  d isbursem ents to  them  on a  periodic basis. A t th e  au d it date , a 
p roper cutoff is im portan t. The p a rty  designated  to  collect such proceeds ac­
crues accounts receivable (revenues n e t of tax  w ithholdings) w ith  an  offset to 
a  payable-to-royalty-ow ner's account. D epending on tax ing  ju risd ic tion  regu la­
tions or con trac tua l agreem ents, th e  responsibility  for paym ent of severance 
or production taxes m ay lie w ith  th e  purchaser, th e  operator, o r th e  working
Entities With Oil and Gas Producing Activities
AAG-OGP 5.80
in te re s t ow ners individually. Occasionally, proceeds collected a re  in  d ispu te and  
a re  recorded in  a  suspense account. T his type of liab ility  is no t relieved u n til the  
d ispu te  is resolved. The aud ito r should consider app rop ria te  au d it procedures 
to  identify  those properties on w hich th e  com pany collects revenues on beh a lf 
of royalty  and  o ther jo in t owners. Special a tten tio n  should be given to suspense 
payables, as they  m ay accum ulate over extended periods of tim e before the  
underly ing  d ispu tes a re  resolved.
5.83 U nder th e  te rm s of m any lease agreem ents, lessors a re  en titled  to 
shu t-in  well paym ents, m andato ry  or m inim um  royalty  paym ents, and  pay­
m en ts of a  s im ilar n a tu re . As of the  balance shee t date , lessees accrue such 
m andato ry  paym ents to  lessors. The aud ito r should identify  po ten tia l obliga­
tions and  determ ine th e ir  p roper tre a tm e n t in  th e  financial s ta tem en ts  by in ­
terview ing operations personnel and  perform ing au d it procedures.
5.84 B orrow ings From  P rodu ction  Purchasers. E n te rp rises  seeking 
sources of oil and  gas supplies som etim es advance cash  to  p roperty  ow ners to 
finance exploration or developm ent. The au d ito r m ay confirm borrowings and  
th u s  be satisfied th a t  th e  te rm s of the  borrow ing a rran g em en t have been com­
plied w ith. The aud ito r should consider te s ts  to determ ine th e  substance of the  
transac tions involving advances from purchasers because they  som etim es tak e  
th e  form  of m ineral sales whose tre a tm e n t is addressed  un d er "Conveyances" 
in  p a rag rap h s 2.136 th rough  2.147.
5.85 U n app lied  A dvances. As discussed previously, p roperty  operators 
m ay call nonoperating  partie s  for cash  advances to cover th e  estim ated  ex­
pend itu res to  be incurred  in  the  following m onth ’s operations. As the  operator 
incurs expend itu res on beh a lf of nonoperating  in te re s t ow ners, th e ir  sh a re  of 
the  expenditures is applied ag a in st advances received. U napplied  advances as 
of th e  financial s ta tem en t date  a re  liab ilities to nonoperating  in te re s t ow ners 
and  m ay be confirm ed by th e  auditor. Jo in t in te re s t ow ners will u sually  be able 
to confirm only th e  advances m ade to  the  operator, less reductions for th e ir  
sh a re  o f expenditures incurred  as rep resen ted  on J IB s  received from th e  opera­
tor. The valid ity  of J IB s  depends on th e  operator's accuracy in  p reparing  them .
The nonoperator’s aud ito r should consider procedures to  te s t  th e  reasonable­
ness of th e  J IB  sta tem en ts.
5.86 P roduction  Taxes Payable. P roduction taxes a re  payable to  s ta te  or 
o ther governm ental agencies by e ith e r th e  pu rchase r or producer as determ ined  
by s ta te  or o th e r governm ental agencies. W here th e  producer is liable for the  
taxes, th e  operato r usually  pays production taxes on beh a lf o f all jo in t in te re s t 
owners. The au d ito r should determ ine th a t  th e  operato r has  properly recorded 
th e  liab ility  for s ta te  taxes and  te s t th e  propriety  of recorded production taxes 
payable.
Expenses
5.87 This section deals w ith  expenditures an d  o th er charges (a) th a t  a re  
classified as expenses u n d e r both  th e  successful efforts an d  full cost m ethods 
and  (b ) th a t  a re  un ique to  th e  oil and  gas industry. This section does no t deal 
w ith  expenses arising  from the  am ortization  o r w rite-off of asse ts  such as  ab an ­
donm ent expenses, depletion and  depreciation expense, am ortization  expense, 
and  th e  like. (These expenses a re  dea lt w ith  u n d e r "Property" in  parag rap h s 
5.58 th rough  5.72.) Two types of expenses th a t  should  be given special consid­
era tion  are  (a) work-over expense, and  (b ) d is tric t and  w arehousing  expenses 




5.88 W ork-O ver Expense. A FEs m ay be p repared  for well work-overs w here 
charges a re  expected to  exceed a  m inim um  am ount. The au d ito r should d e ter­
m ine th e  n a tu re  of well work-overs and  th en  te s t th e  propriety  of th e  company's 
classification of the  work-over charges as cap ita l or expense item s. In  addition, 
ac tua l charges should be com pared w ith  th e  A FE (w here an  AFE h as  been p re­
pared), an d  a  de term ination  and  evaluation  should be m ade of any  ap p a ren t 
excessive or unau thorized  charges.
5.89 O verhead. The operator of a  property  is usually  en titled  to  be paid 
by th e  jo in t v en tu re  for certa in  overhead charges as com pensation for adm in is­
tra tiv e , supervisory, office service, an d  w arehousing costs. The accounting pro­
cedures supplem ent to  the  jo in t operating  agreem ent specifies th e  types and  
often th e  am ount of charges th a t  can be allocated to  th e  jo in t account for such 
overhead. The nonoperator's aud ito r should consider procedures (1) to  te s t  the  
reasonableness of the  allocated charges un d er th e  accounting procedures sup­
p lem ent an d  (2) to te s t  th a t  th e  com pany w as charged for its  proper share  of 
th e  expenses.
Revenues
5.90 R evenues from oil and  gas producing activ ities a re  typically of two 
types: production revenues an d  p roperty  conveyances. The following are  item s 
th a t  m ay be considered by th e  aud ito r in  conducting an  au d it of these  revenues:
•  S haring-in  and  accountability  for oil and  gas sales
•  P ricing  regulations and  con tractual ag reem ents (including se ttlem en t 
of hedging contracts)
•  P roperty  conveyances
•  Revenue accum ulation
•  Take-or-pay contracts
5.91 S h arin g -in  a n d  A ccou n tab ility  for O il a n d  G as Sales. Oil and  gas sales 
m ay be recorded from  purchase  rem ittance  advices received from oil and  gas 
purchasers. The au d ito r should consider te s ts  to  determ ine if  production q u an ­
titie s  on w hich sales proceeds w ere received agree to  independen t production 
records th a t  have been m ain ta ined  by th e  operations d ep artm en t to  su b s ta n ti­
a te  th a t  th e  com pany is receiving its  p roper sh are  of revenues g enerated  from a 
p roperty  or properties. The sh arin g  o f oil an d  gas production revenues by jo in t 
ow ners can be affected by a  num ber of d ifferent a rrangem ents . For instance, 
m any  jo in t in te re s t drilling  v en tu res  call for jo in t in te re s t ow ners to drill a  free 
well or incu r a  h igher percentage of th e  drilling  costs (carried  in te rest) th a n  
th e ir  p e rm an en t ow nership in te re s t in  th e  property  in  re tu rn  for contributions 
(for exam ple, leasehold an d  exploration expenses) by o ther jo in t in te re s t own­
ers  in  th e  ven tu re . O ften these  jo in t in te re s t ow ners a re  en titled  to  all o r to a 
proportionately  h igher in te re s t in  g enerated  production revenues u n til they  re ­
cover a  specified am ount of costs. W hen these  costs a re  recovered, th e ir  revenue 
in te re s t rev erts  to  th e ir  p e rm an en t in te re s t in  th e  property.
5.92 A nother common a rran g em en t occurs w hen a  jo in t in te re s t ow ner 
declines partic ipation  (nonconsents) in  drilling, deepening, com pleting, p lug­
ging back, o r rew orking a  well. The consenting  p artie s  m ust th e n  incu r pro­
portionately  h igher costs to perform  th e  specified ta sk  and , accordingly, are  
en titled  to all of th e  nonconsenting p a rtie s ’ in te re s t in  generated  revenues u n ­
til they  recover a  p redeterm ined  percentage of th e ir  ac tua l costs incurred . This
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percentage is commonly in  excess o f 100 percen t of ac tua l costs to com pensate 
th e  consenting  p artie s  for th e ir  r isk  in  th e  ven ture.
5.93 Various o th er such arran g em en ts  ex ist th a t  can  a lte r  th e  sh arin g  
of revenues. The aud ito r should consider exam ining division orders an d  o ther 
substan tive  evidence to te s t the  propriety  of the  com pany's revenues. T esting  oil 
and  gas revenues can often be accom plished in  conjunction w ith  te s ts  o f oil and  
gas p roperties by de term in ing  th a t  revenue recorded, if  any, is reasonable in  
re la tion  to th e  s ta tu s  of th e  property, the  engineering reports, and  the  h istorical 
records.
5.94 P ric in g  R egu la tion s a n d  C on tractu al A greem ents. Oil and  gas produc­
ing activ ities a re  subject to  complex pricing and  ta x  regu lations governing oil 
and  gas sales. In  te s tin g  oil and  gas revenue, th e  au d ito r should consider pro­
cedures to determ ine if  the  com pany is receiving m axim um  allowable prices (in 
some cases the  m ark e t will no t bear the  m axim um  allowable price) or prices in  
excess of existing  price ceilings, w hich m ay requ ire  fu tu re  refunds. In  first-year 
aud its , com pliance procedures should be considered to  determ ine if  po ten tia l 
refunds ex ist from excessive prices received from prior y ea r oil and  gas sales.
5.95 N a tu ra l gas producers m ay contract w ith  pu rchasers to  sell certa in  
q u an titie s  of th e ir  production a t  specified prices. The au d ito r should consider 
te s tin g  th e  prices received for n a tu ra l gas to determ ine (a) if  they  agree w ith  the  
te rm s of re la ted  contracts and  (b ) if  they  comply w ith  applicable regulations.
5.96 P roperty  Conveyances. Accounting for oil and  gas property  con­
veyances is complex and  should be review ed by the  au d ito r to determ ine if  they  
a re  recorded in  accordance w ith  th e ir  underly ing  substance and  applicable ac­
counting pronouncem ents. From  a  revenue s tandpo in t, the  p rim ary  concern in  
te s tin g  conveyances is  to  determ ine th a t  th e  com pany is im m ediately  recogniz­
ing  or deferring  income, as appropria te . A lthough th e  accounting trea tm en ts  
a re  complex, a u d it procedures necessary  to  te s t  conveyance tran sac tio n s are  
no t particu larly  u n u su a l and  will no t be discussed fu rth e r  here. The aud ito r 
should be a le r t for fu tu re  obligations th a t  often accom pany conveyance tra n s ­
actions an d  th a t  m ay affect th e  accounting tre a tm e n t an d  th e  possible need for 
footnote disclosure. I t  is im portan t th a t  the  au d ito r obtain  an  u n d erstan d in g  of 
th e  economics of the  transac tion  to properly eva lua te  th e  accounting trea tm en t.
5 .97 R evenue A ccum ulation . Oil and  gas producing com panies should ac­
cum ulate revenue and  expense d a ta  on a  property-by-property basis. F inancial 
d a ta  on a  deta il property  basis a re  needed for several reasons, including roy­
a lty  paym ents, percentage depletion com putations, income tax  obligations, and  
in te rn a l decision-m aking concerning th e  economics of individual properties. 
Since th e  aud ito r is concerned w ith  th is  sam e d a ta  for aud iting  purposes, te s ts  
to determ ine th a t  deta il property  d a ta  a re  properly accum ulated  should be con­
sidered. The aud ito r m ay th en  be able to  rely  on th is  financial d a ta  in  o ther 
re la ted  au d it areas.
5.98 Take-or-Pay C ontracts. Som etim es gas producers an d  p u rchasers  ex­
ecute ag reem ents w hereby a  pu rchase r agrees to  tak e  or pay for a  m inim um  
q u an tity  of gas p e r year. Usually, any  am ount paid  in  excess o f th e  price of gas 
tak en  is recoverable from fu tu re  purchases in  excess of m inim um  quan tities. If  
th e  pu rchaser is not allowed to m ake up  deficiencies, it  is app rop ria te  for the  
producer to  record revenues to th e  ex ten t of the  m inim um  contracted  quantity , 
assum ing  paym ent h as  been received or is reasonably  assu red . I f  deficiencies 




revenues u n til production is actually  tak en  or th e  rig h t to  m ake up  deficiencies 
expires. The aud ito r should consider exam ining such contracts to determ ine the  
propriety  of th e  accounting tre a tm e n t and  to identify  possible contingencies. In  
addition , these  contracts m ay im pose an  obligation on the  producer to fu rn ish  
a  m inim um  am ount of product. To th e  ex ten t such product cannot be produced 
from  th e  property, th e  producer m ay have a  contingent liability  to obtain  the  
product from th ird  parties. The au d ito r should evaluate  such contingencies for 
possible losses or disclosure.
Auditing Fair Value Measurements
5.99 SAS No. 101, A u d itin g  F air Value M easurem ents a n d  D isclosures  
(AICPA, P rofessional S ta n d a rd s , vol. 1, AU sec. 328), addresses au d it consid­
era tions re la tin g  to the  m easu rem en t an d  disclosure of assets , liabilities, and  
specific com ponents of equity  p resen ted  or disclosed a t  fa ir value in  financial 
sta tem en ts. F a ir value m easurem ents of assets, liabilities, and  com ponents 
of equity  m ay arise  from  both th e  in itia l recording of transac tions and  la te r  
changes in  value.
5.100 The aud ito r should ob tain  sufficient com petent au d it evidence to 
provide reasonable assu rance th a t  the  fa ir value m easurem ents and  disclosures 
a re  in  conform ity w ith  GAAP. GAAP requ ires th a t  certa in  item s be m easured  
a t  fa ir value. FASB S ta tem en t of F inancial Accounting Concepts No. 7, U s­
in g  C ash  F low  In form ation  a n d  P resen t Value in  A ccou nting  M easurem ents ,** 
defines th e  fa ir value of an  a sse t (liability) as "the am ount a t  w hich th a t  a s ­
se t (or liability) could be bought (or incurred) or sold (or settled) in  a  cu rren t 
tran sac tio n  betw een w illing parties, th a t  is, o ther th a n  in  forced or liquidation  
sale." A lthough GAAP m ay not prescribe th e  m ethod for m easuring  th e  fa ir 
value of an  item , i t  expresses a  preference for th e  use  of observable m ark e t 
prices to  m ake th a t  determ ination . In  th e  absence of observable m ark e t prices, 
GAAP requ ires fa ir value to  be based  on the  best inform ation available in  the  
circum stances.
5.101 M anagem ent is responsible for m ak ing  the  fa ir value m easurem ents 
and  disclosures included in  th e  financial sta tem en ts. As p a r t of fulfilling its  re ­
sponsibility, m anagem ent needs to estab lish  an  accounting and  financial rep o rt­
ing  process for determ in ing  the  fa ir value m easurem ents and  disclosures, select 
app ropria te  valuation  m ethods, identify  and  adequate ly  support any  significant 
assum ptions used, p repare  th e  valuation , and  ensu re  th a t  the  p resen ta tion  and  
disclosure of th e  fa ir value m easu rem en ts a re  in  accordance w ith  GAAP.
5.102 F air value m easu rem en ts for w hich observable m ark e t prices a re  
no t available a re  inheren tly  im precise. T h a t is because, am ong o th er th ings, 
those fa ir value m easu rem en ts m ay be based on assum ptions about fu tu re  con­
ditions, transac tions, or events whose outcome is uncerta in  and  will therefore
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** In  J u n e  20 0 4 , th e  FA SB  p u b lish ed  an  exp osu re d raft o f  a  proposed FA SB  S ta tem en t, F air 
Value M easurem ents, w h ich  s ee k s  to e s ta b lish  a fram ew ork for m ea su r in g  fa ir  v a lu e  th a t w ould  app ly  
b roadly  to  fin ancia l an d  n on fin an cia l a s se ts  an d  lia b ilit ie s , im p roving th e  consisten cy, com parability , 
a n d  relia b ility  o f  th e  m ea su rem en ts. T he fa ir  v a lu e  fram ew ork w ould  c larify  th e  fa ir  v a lu e  m ea­
su rem en t objective an d  it s  ap p lica tion  un d er au th o r ita tiv e  pron ou n cem en ts th a t req uire fa ir  v a lu e  
m ea su rem en ts. T h e  exp osu re d raft w ould  rep lace a n y  cu rren t gu id an ce for m ea su r in g  fa ir  va lu e  in  
th o se  p ron ou n cem en ts an d  w ould  exp an d  cu rren t d isc losu res. I t w ould  am en d  A PB  O pinion N os. 18, 
2 1 , 2 8 , 29 , FA SB  S ta te m e n t N os. 13, 15, 19, 35 , 6 0 , 63 , 65 , 66 , 67 , 87 , 106, 107, 115, 116, 124, 133, 
136 , 140, 141 , 142, 143, 144, 146, 150, FA SB  In terp reta tion  N o. 45 , and  FA SB  C oncepts S ta te m e n t  
N o. 7. R ead ers  sh ou ld  be  a ler t to  th e  is su a n c e  o f  a  fin a l S tandard .
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be subject to  change over tim e. The au d ito r is not responsible for p redicting  
fu tu re  conditions, transac tions, or events th a t, h ad  they  been know n a t  the  
tim e of th e  aud it, m ay have had  a  significant effect on m anagem ent's actions 
or m anagem ent's assum ptions underly ing  th e  fa ir value m easu rem en ts and  
disclosures.
5.103 A ssum ptions used  in  fa ir  value m easurem ents a re  s im ilar in  n a ­
tu re  to those requ ired  w hen developing o ther accounting estim ates. However, 
if  observable m ark e t prices a re  not available, GAAP requ ires th a t  valuation  
m ethods incorporate assum ptions th a t  m arketp lace p a rtic ip an ts  would use in  
th e ir  e stim ates of fa ir value w henever th a t  inform ation is available w ithout u n ­
due cost or effort. I f  inform ation about m ark e t assum ptions is no t available, an  
en tity  m ay use its  own assum ptions as long as th e re  a re  no contrary  d a ta  ind i­
cating  th a t  m ark e t place p a rtic ip an ts  would use d ifferent assum ptions. These 
concepts generally  a re  not re levan t for accounting estim ates m ade u n d er m ea­
su rem en t bases o ther th a n  fa ir value. SAS No. 57, A u d itin g  A ccounting E s­
tim a tes  (AICPA, P rofessional S ta n d a rd s , vol. 1, AU sec. 342; and  for aud its  
conducted in  accordance w ith  PCAOB S tandards: AICPA, P C A O B  S ta n d a rd s  
a n d  R e la ted  R u le s , AU sec. 342), provides guidance on aud iting  accounting es­
tim ates  in  general. SAS No. 101 addresses considerations s im ilar to those in  
SAS No. 57 as well as  o thers in  th e  specific context of fa ir value m easurem ents 
and  disclosures in  accordance w ith  GAAP.
5.104 The aud ito r should obtain  an  und erstan d in g  of the  en tity 's  process 
for de term in ing  fa ir value m easurem ents and  disclosures and  of th e  re levan t 
controls sufficient to  develop an  effective au d it approach. P a rag rap h  12 of SAS 
No. 101 gives the  aud ito r exam ples he or she should consider w hen ob tain ing 
an  u n d erstan d in g  of the  en tity 's  process.
5.105 P arag raphs 20 th rough  22 of SAS No. 101 discuss w hether th e  aud i­
to r  should engage a  specialist a n d  use the  w ork of th a t  specialist as evidential 
m a tte r  in  perform ing substan tive  te s ts  to evaluate  m ate ria l financial s ta te ­
m en t assertions. The au d ito r m ay have th e  necessary  skill an d  knowledge to 
p lan  and  perform  au d it procedures re la ted  to  fa ir values or m ay decide to use 
th e  work of a  specialist. I f  th e  use of such a  specialist is p lanned , th e  aud ito r 
should consider th e  guidance in  SAS No. 73, U sing the Work o f  a  S p ec ia lis t 
(AICPA, P rofessional S ta n d a rd s , vol. 1, AU sec. 336).
5.106 As s ta ted  in  p a rag rap h  23 of SAS No. 101, based  on th e  au d i­
to r’s assessm en t of the  risk  of m a te ria l m issta tem en t, the  aud ito r should te s t 
th e  en tity 's  fa ir value m easu rem en ts and  disclosures. S ubstan tive  te s ts  of th e  
fa ir value m easurem ents m ay involve (a) testing , m anagem en t’s significant a s ­
sum ptions, th e  valuation  model, an d  the  underly ing  d a ta  (see p a rag rap h s 26 
though  39 of SAS No. 101), (b ) developing independen t fa ir value estim ates 
for corroborative purposes (see p a rag rap h  40 of SAS No. 101), or (c) review ing 
subsequen t events and  transac tions (see parag rap h s 41 and  42 o f SAS No. 101).
5.107 The aud ito r uses both  th e  u n d erstan d in g  of m anagem en t’s process 
for determ in ing  fa ir value m easurem ents and  h is or h e r assessm en t of the  risk  
of m ate ria l m issta tem en t to determ ine th e  n a tu re , tim ing, and  ex ten t o f the  
au d it procedures. The following is an  exam ple th e  au d ito r m ay consider in  the  
developm ent of au d it procedures. In  some situa tions in  th e  oil and  gas industry, 
add itional procedures, such as the  inspection  of a n  a sse t by th e  auditor, m ay be 
necessary  to  obtain  sufficient com petent au d it evidence about the  app rop ria te ­




necessary  to  obtain  inform ation abou t th e  cu rren t physical condition of th e  a s ­
se t re lev an t to  its  fa ir value, o r inspection o f a  security  m ay reveal a  restric tion  
on its  m arke tab ility  th a t  m ay affect its  value.
5.108 A uditors should refer to p a rag rap h s 43 th rough  46 for disclosures 
about fa ir values. P a rag rap h  49 discusses additional m anagem ent rep re sen ta ­
tions about fa ir value m easurem ents and  disclosures the  aud ito r m ay w ish to 
include.
Other Audit Considerations
5.109 O ther considerations th a t  the  aud ito r should address in  aud iting  oil 
and  gas com panies include nonoperators, jo in t ven tu res and  p artne rsh ip s , and  
reserve q u an tity  and  value disclosures.
5.110 N onoperators. A com pany w ith  d irect investm en ts in  oil and  gas 
producing activ ities should m ain ta in  its  own controls and  accountability  for 
nonoperators ' properties. However, in  some instances, particu larly  w hen th e  
nonoperator is a  passive investor w ith  little  or no in dustry  experience, th e  com­
pany  m ay not have th e  personnel o r procedures to provide adequate  oversight 
over costs and  revenues re la ted  to  nonoperated  properties. In  these  instances, 
i t  m ay be necessary  for th e  au d ito r to  extend the  a u d it te s ts  to achieve the  
necessary  level of assu rance  w ith  respect to  th e  recorded am ounts.
5.111 The aud ito r may, in  ra re  instances, encounter s itua tions in  w hich 
th e  nonoperator does not have sufficient docum entation to estab lish  the  re a ­
sonableness of recorded am ounts w ith  respect to oil and  gas producing activ i­
ties. Normally, sufficient docum entation  can be requested  from the  operator to 
provide th e  support for th e  recorded am ounts or to enable th e  necessary  ad ju s t­
m en ts  to  be m ade. As a n  a lte rna tive , i t  m ay be m ore efficient for th e  aud ito r 
to  v isit th e  operator and  exam ine directly  th e  accounting records re la ted  to the  
specific properties. Exam ples of some of th e  a u d it procedures th a t  can be per­
form ed th rough  requesting  additional docum entation  or v isiting  th e  operators' 
office are—
•  E xam ining  th ird -p arty  charges to support JIB s  or revenue d is trib u ­
tions to  the  nonoperator.
•  E xam ining  lan d  d ep artm en t records to  ensu re  tim ely  paym ents of de­
lay  re n ta ls  an d  tim ely  receip t of title  opinions and  curatives.
•  Reviewing operating  ag reem ents to ensu re  th a t  overhead and  sim ilar 
charges a re  in  com pliance w ith  those docum ents.
•  Reviewing division orders and  com paring w ith  operators ' d isburse­
m en ts o f revenues to th e  various in te re s t ow ners to  determ ine th a t  
revenues from production have been properly allocated and  rem itted  
to the  royalty  and  w orking in te re s t owners.
5.112 Jo in t Ventures. The unincorporated  jo in t v en tu re  is the  m ost p reva­
le n t type of jo in t in te re s t a rran g em en t used  by com panies to  sh are  th e  risk  of 
exploring for and  developing oil and  gas properties. An in te rp re ta tio n  of APB 
Opinion No. 18, The E q u ity  M eth od  o f  A ccounting  fo r In vestm en ts in  Com m on  
Stock, s ta te s  th a t  pro r a ta  consolidation of th e  assets , liabilities, revenues, and  
expenses of un incorporated  jo in t v en tu res  is often used  w here i t  is estab lished  
in d u stry  practice, as is th e  case in  the  oil and  gas industry. The au d ito r should 
review  and  u n d e rs tan d  th e  s tru c tu re  of un incorporated  jo in t v en tu res  to de ter­
m ine if  th e  com pany accounts for its  investm en t in  such jo in t ven tu res properly.
Entities With Oil and Gas Producing Activities
AAG-OGP 5.108
5.113 R eserve Q u an tity  a n d  Value D isclosures. Public com panies w ith  oil 
an d  gas producing activ ities a re  requ ired  by th e  SEC an d  th e  FASB to p resen t 
ce rta in  supp lem entary  reserve q u an tity  and  reserve value inform ation outside 
of the  basic financial sta tem en ts. A lthough th is  supp lem entary  inform ation is 
not requ ired  to be audited , i t  is requ ired  to be disclosed by FASB S ta tem en t 
No. 69, D isclosures abou t O il a n d  G as P rodu cin g  A ctiv ities. The contents of 
th e  supp lem entary  reserve q u an tity  and  reserve value disclosure inform ation 
a re  defined in  FASB S ta tem en t No. 69. The au d ito r is requ ired  by SAS No. 52, 
O m n ibus S ta tem en t on A u d itin g  S ta n d a rd s— 1987, "R equired S upplem entary  
Inform ation," and  A uditing  In te rp re ta tio n  No. 1 of SAS No. 52, "S upplem entary  
Oil and  G as Reserve Inform ation," a t  AU section 9558.01-.06 to  perform  cer­
ta in  procedures w ith  respect to the  reserve inform ation. SAS No. 98, O m n ibus  
S ta tem en t on A u d itin g  S ta n d a rd s—2002 , am ends SAS No. 52 by clarifying th a t  
an  aud ito r m ay issue a  report providing a n  opinion, in  re la tion  to th e  basic fi­
nancial s ta tem en ts  tak en  as a  whole, on supp lem entary  inform ation and  o ther 
inform ation th a t  has  been subjected to th e  au d iting  procedures applied in  the  
au d it of those basic financial sta tem en ts.
5.114 The auditor's objectives in  applying procedures to th e  supplem en­
ta ry  disclosures a re  threefold:
1. To determ ine th a t  the  supp lem entary  inform ation p repared  by the  
com pany is in  conform ity w ith  prescribed guidelines and  is p re­
sen ted  in  a  m an n er consisten t w ith  prio r y ea r p resen ta tions
2. To determ ine th a t  reserve q u an tity  estim ates a re  p repared  by per­
sons w ith  app ropria te  qualifications
3. To determ ine th a t  th e  reserve inform ation is consisten t w ith  the  
inform ation in  th e  underly ing  financial s ta tem en ts
5.115 To m eet these  objectives, the  aud ito r should apply  th e  procedures 
specified in  SAS No. 52 and  th e  in te rp re ta tio n  cited above. Perform ing those 
lim ited  procedures, along w ith  any  additional procedures th e  aud ito r considers 
necessary, should  give th e  aud ito r a n  adequate  basis in  de term in ing  w hether 
th e  reserve q u an tity  and  reserve value inform ation is p resen ted  in  accordance 
w ith  prescribed guidelines. However, an  additional consideration  m ay be ap ­
propria te . Independen t reservo ir eng ineers often use an d  rely  on inform ation, 
w ithou t corroboration, provided by th e  com pany in  form ulating  th e ir  reserve 
q u an tity  inform ation. This inform ation includes listings of the  com pany's prop­
erties, the  com pany's ow nership in te re s t in  th e  properties, production d a ta , 
prices, and  so on. The aud ito r should consider appropria te  te s ts  to  determ ine 
if  th e  inform ation provided to  th e  reservoir eng ineer is complete. The au d i­
to r need no t refer to  th e  supp lem entary  inform ation in  th e  audito r's rep o rt on 
th e  financial s ta tem en ts  because th e  supp lem entary  inform ation is unaud ited . 
However, th e  following deficiencies requ ire  the  aud ito r to  expand th e  au d ito r’s 
rep o rt on th e  financial sta tem en ts:
•  S upplem entary  inform ation is om itted.
•  S upplem entary  in form ation d ep arts  m ateria lly  from  generally  ac­
cepted accounting principles.
•  The au d ito r is unab le  to  com plete th e  prescribed procedures because 
of th e  unavailab ility  of necessary  inform ation.
5.116 The aud ito r evaluates the  reasonableness of the  supp lem entary  in ­
form ation based on th e  perform ance of th e  lim ited  procedures an d  determ ines 




Attest Engagem ents on Greenhouse G as Emissions Information
5.117 U.S. com panies w ith  operations in  countries th a t  have ratified  the  
Kyoto Protocol m ay have to  m eet em ission reduction  ta rg e ts  in  those coun­
trie s  once th e  Kyoto Protocol becomes effective. C onsideration  of a lte rn a tiv e  
s tra teg ies  and  re la ted  costs will enable those com panies to find the  lowest-cost 
a lte rn a tiv e  before triggering  th e  im position of requ irem en ts and  any  re la ted  
fines. Em issions trad in g  is considered to be an  effective, cost-efficient way to 
m eet lim its im posed by regulators, especially tow ard th e  end of a  compliance 
period.
5.118 In  addition , th e re  is a  sense am ong m any com panies th a t  even 
though  they  will no t be subject to th e  Kyoto Protocol in  th e  U nited  S ta tes, 
a t  some point a  regu lato ry  fram ew ork th a t  places a  lim it on greenhouse gases 
(GHG) em issions m ay be adopted. These com panies tak e  the  view th a t  i t  would 
be wise to  s ta r t  p lann ing  and  p reparing  for a  "carbon-constrained’’ fu tu re  and  
eventually  tak e  advan tage of th e  po ten tia l opportun ities th a t  GHG em issions 
trad in g  presen ts.
5.119 In  Septem ber 2003 the  A uditing  S tan d ard s B oard issued S ta tem en t 
o f Position (SOP) 03-2, A tte s t E n gagem en ts on Greenhouse G as E m ission s In ­
form ation , w hich am ong o th er m a tte rs  provides guidance to  p ractitioners for 
engagem ents to  exam ine and  report on a  schedule or an  assertion  re la tin g  to in ­
form ation about a  GHG em ission reduction in  connection w ith  (a) the  recording 
of th e  reduction  w ith  a  reg istry  or (b ) a  trad e  of th a t  reduction  or credit.
5.120 Such exam ination  engagem ents should be perform ed p u rsu a n t to 
C hap ter 1, "A ttest Engagem ents," of S ta tem en t on S tan d ard s for A ttesta tion  
E ngagem ents (SSAE) No. 10, A ttes ta tio n  S ta n d a rd s: R evision  a n d  R ecodifica­
tion  (AICPA, P rofessional S ta n d a rd s ,  vol. 1, AT sec. 101), as am ended.
5.121 Before accepting th e  engagem ent, th e  p rac titioner should consider 
guidance on engagem ent acceptance w ith in  C hap ter 1 of SSAE No. 10, as 
am ended. Also, p a rag rap h  17 of SO P 03-2 provides exam ples of specific m a t­
te rs  th a t  should be considered such as independence of the  practitioner, the  
p ractitioner's  level of knowledge of th e  subject m atter, use of a  specialist, the  
existence of su itab le  crite ria , m ateriality , any  changes in  th e  client's m ethod of 
m easu ring  GHG em issions, and  th e  availab ility  of baseline da ta .
Examination Engagement: GHG Emission Reduction Information
5.122 The p ractitioner's  objective is to express an  opinion about w hether:
a. The en tity ’s GHG em ission reduction  inform ation re la ted  to  a  spe­
cific project or on an  entity-w ide basis is presen ted , in  all m a te ria l 
respects, in  conform ity w ith  th e  c rite ria  selected by m anagem ent; 
or
b. The responsible party 's  w ritten  assertion  about th e  GHG em ission 
reduction  inform ation re la ted  to a  specific project or on a n  en tity ­
w ide basis is fairly  s ta ted , in  all m a te ria l respects, based  on the  
c rite ria  selected by m anagem ent.
Written Assertion by the Responsible Party
5.123 A w ritten  assertion  m ay be p resen ted  to a  p rac titioner in  a  num ber 
of ways, such as  in  a  n a rra tiv e  description, w ith in  a  schedule, or as p a r t  of 
a  rep resen ta tio n  le tte r  appropria te ly  identify ing w h a t is being p resen ted  and
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th e  po int in  tim e or period of tim e covered. An exam ple of a  w ritten  assertion  
on a  GHG em ission reduction  project follows: "XYZ Com pany reduced GHG 
em issions in  connection w ith  project ABC by 50,000 tons of C 0 2  equivalen ts 
for the  y ear ended Decem ber 31, 20XX, based on [iden tify  cr iteria  se lec ted  by  
m anagem ent].''
5.124 An exam ple of a  GHG em ission reduction  project th a t  re la te s  to  th e  
oil and  gas in d u stry  is the  reduction  in  ven ting  or flaring  on offshore oil produc­
tion  platform s (in sta lla tion  of zero flare system s; rap id  response to unp lanned  
events).
5.125 In  p lann ing  the  exam ination  engagem ent p rac titioners should refer 
to p a rag rap h s 55-63 of SO P 03-2.
5.126 The SOP also addresses consideration  of subsequen t events, ade­
quacy of disclosure, rep resen ta tion  le tte rs  (including an  illu stra tive  rep resen ­
ta tio n  le tte r  in  Appendix C), reporting , and  a t te s t  docum entation. Appendixes 
D and  E include illu stra tive  exam ination  reports  on GHG em issions inform a­




Illustrative Financial Statements and 
Supplemental Information
The following financial s ta tem en ts  illu s tra te  oil and  gas disclosures and  h igh­
ligh t financial reporting  differences betw een th e  successful efforts and  th e  full 
cost m ethods of accounting. These s ta tem en ts  do not rep resen t a  typical set 
of financial s ta tem en ts—nor are  they  necessarily  com plete because m ore or 
less detail in  th e  financial s ta tem en ts  or in  th e  notes m ay be appropria te , de­
pending on the  circum stances. Footnote references a re  included to facilita te  the  
locating of descriptive disclosures. B lanks in  th e  financial s ta tem en ts  indicate 
captions th a t  a re  not applicable to the  accounting m ethod indicated. T here is 
no in tended  correlation  betw een the  am ounts in  the  successful efforts financial 
s ta tem en ts  and  the  am ounts in  the  full cost financial sta tem en ts. The financial 
s ta tem en ts  include certa in  disclosures th a t  a re  requ ired  only for public com­
panies. The notes to the  financial s ta tem en ts  a re  rep resen ta tive  of th e  basic 
type of disclosure for a n  en tity  w ith  oil and  gas producing activities. A dditional 
disclosures, such as inform ation concerning subsequen t events, pension plans, 
postre tirem en t benefits o ther th a n  pensions, postem ploym ent benefits, lease 
com m itm ents, accounting changes, off-balance-sheet risks, concentrations of 
credit risk , and  o ther m a tte rs  no t un ique to en tities w ith  oil and  gas producing 
activ ities m ay be requ ired  by generally  accepted accounting principles.
These illu stra tive  financial s ta tem en ts  do not and  are  not in tended  to include 
item s th a t  should be accounted for u n d er the  requ irem en ts of FASB S ta tem en t 
No. 133, A ccou nting  fo r D eriva tive  In stru m en ts a n d  H edg in g  A c tiv itie s . P rac­
titioners should refer to  FASB S ta tem en t No. 133 for guidance on reporting  
derivative in stru m en ts  and  hedging activities.
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Independen t A uditor's R eport
The Stockholders and  Board of D irectors 
XYZ Oil Com pany
We have aud ited  th e  accom panying consolidated balance sheet of XYZ Oil Com­
pany  a s  of D ecem ber 31, 20X3, and  th e  re la ted  consolidated s ta tem en ts  of in ­
come and  re ta in ed  earn ings and  cash  flows for th e  y ea r th en  ended. These 
financial s ta tem en ts  a re  th e  responsibility  of the  C om pany’s m anagem ent. O ur 
responsibility  is  to  express an  opinion on th ese  financial s ta tem en ts  based  on 
our aud it.
We conducted our au d it in  accordance w ith  aud iting  s tan d a rd s  generally  ac­
cepted in  th e  U nited  S ta tes  of A m erica.1,2 Those s tan d a rd s  requ ire  th a t  we 
p lan  and  perform  th e  au d it to  ob ta in  reasonable assu rance about w hether the  
financial s ta tem en ts  a re  free of m ate ria l m issta tem en t. [O ptional: A n  a u d it in ­
cludes considera tion  o f  in tern a l con trol over finan cia l reportin g  a s  a  b a sis  for  
design in g  a u d it p rocedu res th a t are appropria te  in  the circum stances, bu t not for  
the pu rpose  o f  expressing  an  opin ion  on the effectiveness o f  the C om pany's in ter­
n a l con trol over fin an cia l reporting. Accordingly, we express no such opin ion .]1 23 
A n au d it includes exam ining, on a  te s t  basis, evidence supporting  th e  am ounts 
an d  disclosures in  th e  financial sta tem en ts. An au d it also includes assessing  
th e  accounting principles used and  significant e stim ates m ade by m anagem ent, 
as well as  eva lua ting  th e  overall financial s ta tem en t p resen ta tion . We believe 
th a t  ou r au d it provides a  reasonable basis for our opinion.
In  our opinion, th e  financial s ta tem en ts  re ferred  to  above p resen t fairly, in  all 
m a te ria l respects, th e  consolidated financial position of XYZ Oil C om pany as
1 For au d its  condu cted  in  accordance w ith  PC A O B S tan d ard s, PC A O B A u d itin g  S tan d ard  N o. 1, 
Reference in  A u d ito rs ' R eports to the S ta n d a rd s  o f  the P ublic C om pany A ccounting  O versight B oard  
rep laces  th is  sen ten ce  w ith  th e  fo llow in g  sen ten ce , "We condu cted  our a u d its  in  accordance w ith  th e  
sta n d a rd s  o f  th e  P u b lic  C om pan y A ccou n tin g  O versigh t B oard (U n ited  States)."  O n M ay 1 4 ,  2 0 0 4 , th e  
SE C  is su ed  an  in terp re tiv e  r e lea se  to  h e lp  w ith  th e  im p lem en ta tio n  o f  PC A O B A u d itin g  S tan d ard  
N o. 1. S ee  R elea se  N o. 33 -8 4 2 2  for m ore in form ation . T he r e lea se  sp ecifies th a t  e ffective  M ay 24, 
2 0 0 4 , referen ces in  SE C  ru le s  an d  s ta f f  gu id an ce a n d  in  th e  fed era l secu r ities  la w s  to  G A A S or to  
specific  s tan d ard s u n d er G AAS, a s  th ey  re la te  to  is su ers , sh ou ld  be u n derstood  to m ean  th e  stan d ard s  
o f  th e  PC A O B, p lu s a n y  app licab le  r u le s  o f  th e  SEC . T h e s ta f f  o f th e  PC A O B p u b lish ed  a ser ie s  o f  
q u estio n s  an d  a n sw ers  ("Q&As") on  th e  PCAO B's A u d itin g  S tan d ard  N o. 1. S e e  th e  PC A O B W eb s ite  
a t  w w w .pcaobus.org for m ore in form ation .
2 In  J u n e  2 004 , th e  A u d itin g  S ta n d ard s B oard ("ASB") is su ed  In terp reta tion  N o. 18, "R eference 
to  PC A O B S tan d ard s in  an  A u d it R eport o f a  N onissuer," o f  SA S  N o. 58 , R eports on A u d ited  F inancia l 
S ta tem en ts , w h ich  p rovides rep ortin g  gu id an ce for a u d its  o f n on issu ers. In terp retation  No. 18 provides  
gu id an ce on th e  app rop riate referen cin g  o f  PC A O B a u d itin g  stan d ard s in  a u d it rep orts w h en  an  
au d itor  is  en gaged  to perform  th e  au d it in  accordance w ith  both  G A A S and  PCAO B a u d itin g  stan d ard s. 
T h e A S B  a lso  h a s  u n d ertak en  a  project to  d eterm in e  w h a t am en d m en ts , i f  any, sh ou ld  be m ad e to  
SA S  N o. 58 . S ee  th e  A IC PA  W eb s ite  a t  w w w .a icp a .org /m em b ers/d iv /au d itstd /in d ex .h tm  for m ore  
in form ation .
3 T h is  optiona l w ording m ay  be add ed  in  accordance w ith  In terp reta tion  N o. 17, "C larification in  
th e  A u d it R eport o f  th e  E x ten t o f  T estin g  o f  In tern a l C ontrol O ver F in an cia l R eporting in  A ccordance  
W ith G en era lly  A ccepted  A u d itin g  Standards," o f  S A S  N o. 58 , w h ich  w a s  issu ed  by th e  A S B  in  J u n e  
200 4  an d  p rovides rep ortin g  gu id an ce for a u d its  o f  n on issu ers. In terp reta tion  N o. 17 ad d resse s  how  
au d itors  m ay  exp an d  th e ir  in d ep en d en t a u d it report to  exp la in  th a t  th e ir  con sid eration  o f  in tern a l 
control w as su ffic ien t to  provide th e  au d itor  su ffic ien t u n d ersta n d in g  to  p lan  th e  au d it an d  d eterm in e  
th e  n atu re, t im in g  and  e x te n t  o f  te s ts  to  be perform ed, b u t w as n ot su fficien t to  exp ress  an  op in ion  on  
th e  e ffec tiv en ess  o f  th e  in tern a l control. I f  th is  optiona l lan g u a g e  is  added , th en  th e  rem ain d er o f  th e  
p aragraph  shou ld  read  a s  follows:
"An a u d it a lso  in c lu d es  exam in in g , on a te s t  b asis , ev id en ce  su p p ortin g  th e  am ou n ts  an d  d isc lo su res  
in  th e  fin an cia l s ta te m e n ts , a s se s s in g  th e  accou n tin g  p r in cip les u sed  an d  s ign ifican t e s t im a te s  m ade  
by m an agem en t, a s  w ell a s  ev a lu a tin g  th e  overa ll fin an cia l s ta te m e n t p resen ta tion . We b e liev e  th a t  
our a u d its  provide a reason ab le  b a s is  for our opinion."
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of [at] Decem ber 31, 20X3, an d  th e  consolidated re su lts  of i ts  operations and  
its  cash  flows for th e  year th e n  ended in  conform ity w ith  accounting principles 
generally  accepted in  th e  U nited  S ta te s  of Am erica.
Illustrative Financial Statements and Supplemental Information
[F irm  S ign a tu re]
Certified Public A ccountants
City, S ta te  
F ebruary  18, 20X3
Additional Guidance When Performing Integrated Audits of Financial 
Statem ents and Internal Control Over Financial Reporting
W hen perform ing an  in teg ra ted  au d it of financial s ta tem en ts  and  in te rn a l con­
tro l over financial repo rting  in  accordance w ith  th e  s tan d a rd s  of th e  PCAOB, 
th e  au d ito r m ay choose to issue a  com bined rep o rt o r sep ara te  reports  on the  
com pany’s financial s ta tem en ts  and  on in te rn a l control over financial rep o rt­
ing. Refer to p a rag rap h s 162-199 of PCAOB A uditing  S tan d a rd  No. 2 , A u d it o f  
In tern a l C ontrol O ver F inan cia l R eportin g  (AICPA, PC A O B  S ta n d a rd s  a n d  R e­
la te d  R u le s , AU sec. 320) for d irection about repo rting  on in te rn a l control over 
financial reporting. In  addition , see Appendix A, "Illustra tive  R eports on In te r­
na l Control O ver F inancia l Reporting," of PCAOB A uditing  S tan d a rd  No. 2 for 
illu stra tive  com bined au d it report and  exam ples o f sep ara te  reports. (C onform ­
in g  A m en dm en ts  to P C A O B  In terim  S ta n d a rd s  R esu ltin g  from  the A dop tion  o f  
PC A O B A u d itin g  S ta n d a rd  No. 2 , AU sec. 508.01).*
I f  the  au d ito r issues sep ara te  reports  on th e  com pany's financial s ta tem en ts  and  
on in te rn a l control over financial reporting , th e  following p arag rap h  should be 
added to  th e  aud ito r's rep o rt on th e  com pany's financial s ta tem en ts  (C onform ­
in g  A m en dm en ts  to P C A O B  In terim  S ta n d a rd s  R esu ltin g  from  the A dop tion  o f  
P C A O B  A u d itin g  S ta n d a rd  No. 2 , AU sec. 508.08):
"We also have aud ited , in  accordance w ith  th e  s ta n d a rd s  of th e  Public 
Com pany Accounting O versight B oard (U nited  S ta tes), th e  effective­
ness o f X Com pany’s in te rn a l control over financial reporting  a s  of 
D ecem ber 31, 20X3, based on [iden tify  con trol c r ite r ia ] and  our repo rt 
da ted  [da te  o f  report, w hich  sh ou ld  be the sam e a s  the d a te  o f  the report 
on the fin an cia l sta tem en ts]  expressed [include n a tu re  o f  opinions]."  
W hen perform ing a n  in teg ra ted  au d it of financial s ta tem en ts  an d  in te rn a l con­
tro l over financial reporting  in  accordance w ith  th e  s tan d a rd s  of th e  PCAOB, 
th e  au d ito r’s repo rts  on th e  com pany's financial s ta tem en ts  an d  on in te rn a l 
control over financial repo rting  should be da ted  th e  sam e date. R efer to  p a ra ­
g raphs 171-172 of PCAOB A uditing  S tan d a rd  No. 2 for direction about the  
repo rt da te  in  an  au d it of in te rn a l control over financial reporting  (C onform ­
in g  A m en d m en ts  to P C A O B  In terim  S ta n d a rd s  R esu ltin g  from  the A dop tion  o f  
PC A O B  A u d itin g  S ta n d a rd  No. 2 , AU sec. 530.01).*
* S e e  th e  PC A O B W eb s ite  a t  w w w .pcaobus.org for in form ation  ab ou t th e  e ffec tiv e  d a tes  o f  th e  
conform in g am en d m en ts .
AAG-OGP APP A
1 0 0 Entities With Oil and Gas Producing Activities
Exhibit A -1
XYZ OIL COMPANY 
Consolidated Balance Sheet 
December 3 1 , 20X3
A sse ts
Successfu l
E fforts F u ll Cost
C u rren t asse ts
C ash
Receivables
$ 1,200 $ 1,200
T rade 3,000 3,000
A ffiliated p a rtn e rsh ip s 1,500 1,500
M ateria ls  an d  supplies 500(a) 500(a)
Oil an d  gas leases held for resale 800(b)
Total cu rren t asse ts  
Oil and  gas properties, u sing  successful 
efforts/full cost accounting1 (Notes 5 ,6 , and  7)
7,000 6,200
Proved properties 9,500
U nproved properties 6,000
Wells and  re la ted  equipm ent and  facilities 4,000
Support equ ipm ent an d  facilities 1,000
D rilling in  progress 4,000
M ateria ls  and  supplies 500(a)
P roperties being am ortized 40,800
P roperties no t subject to  am ortization 9,500
Less accum ulated  depreciation, depletion,
25,000 50,300
am ortization , an d  im pairm en t 4,800 10,700
N et oil an d  gas properties 
O th er a sse ts
O ther p roperty  and  equipm ent, less
20,200 39,600
accum ulated  depreciation  of $300 700 700
Oil and  gas leases held for resale l,500 (b)
O ther 600 600
Total o ther asse ts 2,800 1,300
$47,100
1 In  A pril 20 0 5 , th e  FA SB  issu ed  F S P  FA S 19-1, A ccounting  fo r Susp en d ed  Well Costs, w hich  
req u ires certa in  d isc lo su res  for exp loratory  w ell co sts  app licab le  to  en terp r ise s  th a t u se  th e  su ccessfu l 




L ia b ilitie s  a n d  S h areholders' E qu ity  E fforts F u ll C ost
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C u rren t liabilities
C u rren t portion of long-term  debt (Note 7) $ 700 $ 700
Accounts payable
T rade 3,850 3,850
Revenue d istribu tion  800 800
D rilling advances (Note 8) 900 900
Accrued expenses 850 850
Total c u rren t liab ilities 7,100 7,100
Long-term  debt (Note 7) 6,700 6,700
D eferred tax  liability, n e t (Note 9) 2,500 6,500
D eferred credit (Note 5) 1,400
A sset re tirem en t obligation liab ility  (Note 2) 1000 1000
C om m itm ents and  contingencies (Note 10)
S hareholders ' equity  
Common stock, p a r  value $1 per share;
10,000 shares  authorized ; 1,000 shares
ou tstan d in g  1,000 1,000
A dditional paid-in  cap ita l 2,000 2,000
R etained  earn ings 8,300 22,800
11,300 25,800
Total shareholders ' equ ity  $30,000 $47,100
See notes to  consolidated financial sta tem en ts. (a)b
(a) T ubu lar goods inventories, a s  well as  inventories of o ther oil field 
m a te ria ls  an d  supplies, m ay be classified as c u rre n t asse ts  o r as oil and  gas 
properties, depending on th e  in tended  use  of th e  m ateria l.
(b) Oil and  gas leases held  for resale  m ay be classified as  c u rre n t asse ts  or as 
n oncu rren t assets. The c rite ria  for classification of these  leases a re  th e  sam e 
as  for any  o th er a sse t (for exam ple, w h e th er th e  leases will be sold for cash  or 
contribu ted  as a n  in vestm en t in  an  oil an d  gas lim ited  partnersh ip ).
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Exhibit A -2
XYZ OIL COMPANY 
Consolidated Statement o f Income1 
Year Ended December 3 1 , 20X3
Successfu l F u ll
E fforts Cost
R evenue and  o th er income item s
Oil and  gas sales $14,000 $14,000
M anagem ent fees, n e t of re la ted  expenses of $200 100
Sale of oil and  gas leases(a) 1,000
G ain on sale  of oil and  gas properties (Note 5) 2,000
O ther 400 400
Total revenues and  o ther income item s 17.500 14.400
Expenses
Lease operating 1,000 1,000
Production  tax 1,000 1,000
E xploration 5,000
D epreciation, depletion, and  am ortization(b) 1,500 2,500
Cost o f oil and  gas leases sold(a) 600
In te re s t 1,500 1,700
G eneral and  adm in istra tive  (Note 3) 1.900 1,900
Total expenses 12,500 8.100
Income before provision for income taxes 5.000 6.300
Provision for income taxes (Note 9) 1,750 2,350
N et income $ 3.250 $ 3.950
See no tes to  consolidated financial sta tem en ts.
(a) Some com panies rep o rt th e  ga in  or loss from  sales of oil and gas leases
held  for resa le  ra th e r  th a n  th e  sales price an d  re la ted  cost.
(b) I f  a  w rite-dow n of oil and  gas properties w as recorded as a  re su lt of im pair­
m en t or a  capitalized  cost ceiling lim ita tion , th e  w rite-dow n m ay be reported  
as a  sep ara te  expense item  or included w ith  depreciation , depletion, and  am or­
tization  expense and  separa te ly  disclosed.
1 FA SB  S ta te m e n t N o. 130, R eporting  C om prehensive Incom e, e s ta b lish e s  sta n d a rd s for th e  re ­
p ortin g  an d  d isp lay  o f  com p reh en sive  in com e and  its  com p on en ts. T h e S ta te m e n t req u ires th a t  a ll 
ite m s  th a t  are  req uired  to  be recognized  un d er accou n tin g  stan d ard s a s  com p on en ts o f  com prehen­
s iv e  in com e be rep orted  in  a fin an cia l s ta te m e n t th a t is  d isp layed  w ith  th e  sa m e prom in en ce a s  oth er  
fin an cia l s ta te m e n ts . T h e S ta te m e n t d oes n ot req uire a specific  form at for th a t  fin an cia l s ta te m e n t  
b u t req u ires th a t  an  en terp r ise  d isp lay  an  am ou n t rep resen tin g  to ta l com p reh en sive  in com e for th e  
period in  th a t fin an c ia l s ta te m e n t. T h e  S ta te m e n t d oes n o t app ly  to  an  en terp r ise  th a t  h a s  no ite m s  
o f  o th er  com p reh en sive  in com e in  a n y  period p resen ted .
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Exhibit A -3
XYZ OIL COMPANY 
Consolidated Statement of Cash Flows 
Year Ended December 3 1 , 20X3
Successfu l
E fforts F u ll C ost
C ash  flows from operating  activities:
N et income $ 3,250 $ 3,950
A djustm ents to reconcile n e t income to operating  
cash  flow
D epreciation, depletion, and  am ortization  




D eferred income taxes 450 1,050
Increase  in  receivables (1,500) (1,500)
D ecrease in  m ate ria ls  and  supplies 




Increase in  cu rren t portion of long-term  debt 200 200
Increase  in  accounts payable 1,250 1,250
Increase  in  drilling  advances 200 200
Increases in  accrued expenses 150 150
Increase  in  income taxes payable 150 150
N et cash  provided by operating  activ ities 3,600 8 ,100
C ash  flows from investing  activities:
Proceeds from sale o f oil and  gas properties 




C apital expenditures for p roperty  and  equipm ent (8,600) (14,600)
N et cash  used for investing  activ ities (3,500) (8,000)
C ash  flows from financing activities:
Proceeds from additions to long-term  debt 4,300 4,300
Paym ents to  reduce long-term  debt an d  o ther
financing obligations (4,000) (4,000)
N et cash  provided by financing activ ities 300 300
N et increase in  cash  and  cash equivalen ts 400 400
C ash  and  cash  equivalen ts a t  beginning of year 800 800
C ash  an d  cash equivalen ts a t  end  of y ear $ 1,200 $ 1,200
Supplem ental disclosure of cash  flow inform ation:
C ash  paid  d u ring  the  y ea r for income taxes $ 1,150 $ 1,150
C ash  paid  during  th e  year for in te re s t 700 1,100
See notes to consolidated financial sta tem en ts.
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Exhibit A -4
XYZ OIL COMPANY
Notes to Consolidated Financial Statements 
Year Ended December 31, 20X3
1 — Sum m ary of Significant Accounting Policies
Nature of Operations and Summary of Significant Accounting Policies
Nature of Operations
The Com pany is engaged prim arily  in  th e  acquisition, developm ent, produc­
tion, exploration for, an d  th e  sale of, oil, gas and  n a tu ra l gas liquids. The 
Com pany sells its  oil and  gas products p rim arily  to  dom estic pipelines and  
refineries.
Use of Estimates
The p repara tion  of financial s ta tem en ts  in  conform ity w ith  generally  accepted 
accounting princip les requ ires m anagem ent to m ake estim ates  and  assum p­
tions th a t  affect th e  reported  am ounts of a sse ts  and  liabilities and  disclosure 
of contingent asse ts  an d  liab ilities a t  the  da te  of the  financial s ta tem en ts  and  
th e  reported  am ounts of revenues and  expenses during  th e  reporting  period. 
A ctual re su lts  could differ from  those estim ates.
Principles of Consolidation
The consolidated financial s ta tem en ts  include th e  accounts of XYZ Oil Com­
pany, i ts  wholly owned subsid iaries, and  its  proportionate sh are  of th e  assets , 
liabilities, revenues, an d  expenses of all affiliated oil and  gas pa rtn e rsh ip s  for 
w hich th e  C om pany is th e  general p a rtn e r.(a) All significant in tercom pany ac­
counts an d  tran sac tio n s have been elim inated  in  consolidation.
Materials and Supplies
Inventories, consisting  p rim arily  of tu b u la r  goods and  oil field m a te ria ls  and  
supplies, a re  s ta te d  a t  the  low er of cost o r m ark e t, cost being determ ined  by the  
average cost m ethod.
Oil and Gas Properties
(successful efforts)
The C om pany uses th e  successful efforts m ethod of accounting for oil and  gas 
producing activities. Costs to acquire m inera l in te re s ts  in  oil and  gas proper­
ties, to  drill and  equip exploratory wells th a t  find proved reserves, to  drill and  
equip  developm ent wells and  re la ted  asse t re tirem en t costs a re  capitalized. 
Costs to  drill exploratory wells th a t  do not find proved reserves, geological and  
geophysical costs, and  costs of carry ing  and  re ta in in g  unproved properties a re  
expensed.
U nproved oil an d  gas p roperties th a t  a re  individually  significant a re  period­
ically assessed  for im pairm en t of value, and  a  loss is recognized a t  th e  tim e of 
im pairm en t by providing an  im pairm en t allowance. O th er unproved p roperties 
a re  am ortized  based on th e  Com pany's experience of successful d rilling  an d  av­
erage holding period. C apitalized  costs of producing oil and  gas properties, a fte r  
considering estim ated  residual salvage values, a re  depreciated  and  depleted  by
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th e  unit-of-production method.* S upport equ ipm ent and  o ther p roperty  and  
equipm ent a re  depreciated  over th e ir  estim ated  useful lives.
On th e  sale or re tirem en t of a  com plete u n it of a  proved property, th e  cost and  
re la ted  accum ulated  depreciation, depletion, and  am ortization  a re  elim inated  
from the  property  accounts, and  th e  re su lta n t gain  or loss is recognized. On the  
re tirem en t or sale of a  p a rtia l u n it of proved property, th e  cost is charged to 
accum ulated  depreciation, depletion, and  am ortization  w ith  a  re su ltin g  gain  or 
loss recognized in  income.
O n th e  sale of an  en tire  in te re s t in  an  unproved p roperty  for cash  or cash 
equivalent, gain  or loss on th e  sale is recognized, tak in g  in to  consideration  the  
am ount of any  recorded im pairm en t if  th e  property  h ad  been assessed  individ­
ually. I f  a  p a rtia l in te re s t in  an  unproved property  is sold, th e  am ount received 
is tre a te d  as a  reduction  of th e  cost of the  in te re s t re ta ined .
(full cost)
The Com pany follows th e  full cost m ethod of accounting for oil and  gas proper­
ties. Accordingly, all costs associated w ith  acquisition, exploration, developm ent 
of oil an d  gas reserves, including directly re la ted  overhead costs and  re la ted  a s­
se t re tirem en t costs, a re  capitalized.
All capitalized  costs o f oil an d  gas properties,(b) including the  estim ated  fu­
tu re  costs to develop proved reserves, a re  am ortized  on the  unit-of-production 
m ethod u sing  estim ates of proved reserves.(c) Investm en ts in  unproved prop­
e rtie s  and  m ajor developm ent projects a re  no t am ortized  u n til proved reserves 
associated w ith  th e  projects can  be determ ined  or u n til im pairm en t occurs.(d)
If  th e  re su lts  of an  assessm en t ind icate th a t  th e  properties a re  im paired , the  
am ount of th e  im pairm en t is added to th e  capitalized  costs to  be am ortized.
In  addition , the  capitalized  costs a re  subject to  a  "ceiling test," w hich basically 
lim its  such costs to  the  aggregate of th e  "estim ated  p resen t value," discounted a t 
a  10-percent in te re s t ra te  of fu tu re  n e t revenues from proved reserves, based on 
cu rren t economic and  operating  conditions, plus the  low er of cost or fa ir m ark e t 
value of unproved properties.
Sales o f proved an d  unproved properties a re  accounted for as  ad ju stm en ts  
o f capitalized  costs w ith  no gain  or loss recognized, un less such ad ju stm en ts  
would significantly  a lte r  the  re la tionsh ip  betw een capitalized  costs an d  proved 
reserves of oil and  gas, in  w hich case the  gain  or loss is recognized in  income.
A bandonm ents o f p roperties a re  accounted for as  ad ju stm en ts  of cap italized  
costs w ith  no loss recognized.
Oil and Gas Leases Held for Resale
(successful efforts)
The C om pany h a s  acquired  ce rta in  oil and  gas leases for th e  purpose of con­
tr ib u tin g  th e  leases to  affiliated oil and  gas pa rtn e rsh ip s  or for the  purpose of 
selling  th e  leases to  in d u stry  p a rtn e rs  for cash  consideration. Such leases held  
for resa le  a re  periodically review ed to determ ine if  they  have been im paired . I f  
im pairm en t exists, a  loss is recognized by providing an  im pairm en t allowance.
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* FA SB  S ta te m e n t N o. 143, A ccounting  fo r A sse t R etirem ent O bligations, a m en d s FA SB  S ta te ­
m en t N o. 19. FA SB  S ta te m e n t N o. 143 req u ires  th a t  ob liga tion s for d ism a n tlem en t, restoration , an d  
ab an d on m en t co sts  sh a ll be accou n ted  for in  accordan ce w ith  th e  p rov ision s o f  FA SB  S ta te m e n t  
N o. 143. E stim a ted  res id u a l v a lu e s  sh a ll be tak en  in to  accou n t in  d e term in in g  am ortiza tion  an d  de­
precia tion  rates. A  d eta iled  d iscu ssion  o f  th e  req u irem en ts  o f  FA SB  S ta te m e n t N o. 143 is  provided in  
paragrap h s 2 .1 2 5 -2 .1 3 5 .
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A bandonm ents o f oil and  gas leases held  for resale  a re  charged to  expense. 
W ith respect to  leases tran sfe rred  to  affiliated oil and  gas p a rtne rsh ip s , th e  de­




The Com pany capitalizes in te re s t ($800 in  20X3) on expenditures for signif­
ican t exploration an d  developm ent projects w hile activ ities a re  in  progress to 
b ring  th e  asse ts  to  th e ir  in tended  use.
(full cost)
The C om pany capitalizes in te re s t ($600 in  20X3) on expenditures m ade in  
connection w ith  exploration and  developm ent projects th a t  a re  not subject to 
cu rren t am ortization . In te re s t is capitalized  only for th e  period th a t  activ ities 
a re  in  progress to  b ring  these  projects to th e ir  in tended  use.
Management Fees
(successful efforts)
In  connection w ith  the  sponsorship of oil and  gas p a rtne rsh ip s , the  Com pany 
receives a  m anagem ent fee of 3 percen t from p a rtn e rsh ip  subscriptions, which 
is credited  to income as earned .
(full cost)
In  connection w ith  th e  sponsorship of oil and  gas p a rtn e rsh ip s , th e  Com pany 
receives a  m anagem ent fee of 3 percen t from p artn e rsh ip  subscriptions. Any 
excess of th is  m anagem ent fee over th e  re la ted  costs of reg istra tion  and  sale of 
th e  p a rtn e rsh ip  in te re s ts  is credited  to  oil and  gas p roperties as a  com ponent 
of th e  full cost pool.
Cash and Cash Equivalents
C ash  a n d  cash  equivalen ts include cash  in  banks and  certificates of deposit 
w hich m a tu re  w ith in  th ree  m onths of th e  da te  of purchase.
Long-Lived Assets
Long lived a sse ts  to  be held  an d  used or disposed of o ther th a n  by sale a re  re ­
viewed for im pairm en t w henever events o r changes in  c ircum stances indicate 
th a t  th e  carry ing  am ount m ay no t be recoverable. W hen requ ired , im pairm en t 
losses on a sse ts  to  be held  and  used  or disposed of o ther th a n  by sa le  a re  rec­
ognized based  on th e  fa ir value of th e  asse t. Long-lived a sse ts  to be disposed of 
by sale a re  reported  a t  th e  low er of its  carry ing  am ount o r fa ir value less cost 
to  sell.
Income Taxes
Provisions for income taxes a re  based  on taxes payable or refundable for th e  
cu rren t year an d  deferred  taxes on tem porary  differences betw een th e  am ount 
o f taxab le  income and  p re tax  financial income and  betw een th e  tax  bases of 
asse ts  and  liab ilities and  th e ir  reported  am ounts in  th e  financial sta tem en ts. 
D eferred tax  a sse ts  and  liab ilities a re  included in  th e  financial s ta tem en ts  a t 
cu rren tly  enacted  income tax  ra te s  applicable to  the  period in  which th e  de­
ferred  tax  a sse ts  and  liab ilities a re  expected to be realized  or se ttled  as  p re ­
scribed in  FASB S ta tem en t No. 109, A ccou nting  fo r Incom e Taxes. A s  changes 
in  tax  law s or ra te  a re  enacted , deferred  tax  asse ts  and  liabilities a re  ad justed  
th rough  th e  provision for income taxes.
Entities With Oil and Gas Producing Activities
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2 —Asset Retirement Obligations
XYZ Oil Com pany accounts for its  a sse t re tirem en t obligations in  accordance 
w ith  FASB S ta tem en t No. 143, A ccounting  fo r A sse t R e tirem en t O bliga tions. 
T his S ta tem en t requ ires th a t  the  fa ir value of a n  a sse t re tirem en t obligation 
be recognized in  the  period in  w hich it is incurred  if  a  reasonable estim ate  of fair 
value can be m ade. The p resen t value of the  estim ated  a sse t re tirem en t costs is 
capitalized  as p a r t  of the  carry ing  am ount of th e  long-lived asset. For XYZ Oil 
Company, a sse t re tirem en t obligations prim arily  re la te  to th e  abandonm ent of 
oil and  gas producing facilities.
W hile certa in  a sse ts  such as refineries, crude oil and  product pipelines and  
m ark e tin g  asse ts  have re tirem en t obligations covered by FASB S ta tem en t No. 
143, those obligations have not been recognized since th e  fa ir value cannot be 
estim ated  due to  th e  u n certa in ty  of th e  se ttlem en t da te  of the  obligation.
Effective Ja n u a ry  1, 2003, XYZ Oil C om pany adopted FASB S ta tem en t 
No. 143, as required . The cum ulative effect on n e t income of adopting FASB 
S ta tem en t No. 143 w as a  n e t favorable effect of approxim ately  $X million. A t 
th e  tim e of adoption, to ta l asse ts  increased  approxim ately $XXX m illion, and  
to ta l liab ilities increased  approxim ately $XXX m illion. T he am ounts recognized 
upon adoption are  based upon num erous estim ates and  assum ptions, includ­
ing fu tu re  re tirem en t costs, fu tu re  recoverable q u an titie s  of oil and  gas, fu tu re  
inflation ra te s  and  th e  cred it-ad justed  risk-free in te re s t ra te .
FASB S ta tem en t No. 143 requ ires depreciation  of th e  capitalized  a sse t re ­
tirem en t cost and  accretion of the  a sse t re tirem en t obligation over tim e. The 
depreciation will generally  be determ ined  on a  units-of-production basis, while 
th e  accretion to  be recognized will escalate  over th e  life of th e  producing assets, 
typically as production declines. The following tab le  ind icates th e  changes to 
th e  com pany's before-tax a sse t re tirem en t obligations in  20X3:
B alance a t  Ja n . 1 $ 900
Liabilities incurred 10
Liabilities se ttled (23)
A ccretion expense 44
Revisions in  estim ated  cash  flows 69
B alance a t  Decem ber 31 $1000
3 —Affiliated O il and G as Partnerships
The Com pany generally  acquires, explores, an d  operates oil and  gas prop­
erties  for its  own account; however, since 19X0 th e  C om pany h as  sponsored 
th e  form ation of lim ited  pa rtn e rsh ip s  for th e  purpose of conducting oil an d  gas 
exploration, developm ent, and  production activ ities on ce rta in  oil and  gas prop­
erties. The Com pany serves as general p a r tn e r  for these  pa rtn e rsh ip s  and , as 
such, h as  full and  exclusive discretion in  th e  m anagem ent and  control of the  
p a rtne rsh ip s . The p artn e rsh ip  ag reem ents generally  provide th a t  th e  lim ited  
p a rtn e rs  pay 99 percen t of th e  cost of acquiring  and  operating  th e  p a rtn e rsh ip  
properties, an d  of drilling, equipping, com pleting, and  operating  th e  p a rtn e r­
sh ip  p roperties w hile th e  Com pany pays th e  rem ain ing  1 percen t of such costs. 
Revenues from p a rtn e rsh ip  oil and  gas p roperties a re  allocated 99 percen t to 
th e  lim ited  p a rtn e rs  and  1 percen t to  th e  Company, u n til such tim e as th e  lim ­
ited  p a rtn e rs  have recovered th e ir  investm en t in  th e  partn e rsh ip . T hereafter,
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p a rtn e rsh ip  revenues a re  allocated 85 percen t to  the  lim ited  p a rtn e rs  and  
15 percen t to  th e  Company.
The C om pany is periodically re im bursed  by th e  pa rtn e rsh ip s  for certa in  over­
head  costs incu rred  on th e ir  behalf. In  20X3 these  re im bursem ents to ta lled  
$750 an d  a re  reflected as a  reduction  in  general an d  adm in istra tive  expense in  
th e  accom panying consolidated financial s ta tem en ts .(e)
Entities With Oil and Gas Producing Activities
4 —Related Party Transactions
The C hairm an  of the  B oard of D irectors of the  Com pany owns a  25-percent 
in te re s t in  a  drilling  contractor an d  a  10-percent in te re s t in  an  oil field tool- 
re n ta l com pany th a t  provide services to th e  Company. Before engaging these  
com panies to  perform  services, th e  Com pany ob tains com petitive bids from 
independen t com panies offering s im ilar services. D uring  20X3 the  Com pany or 
its  affiliated oil and  gas p a rtn e rsh ip s  paid  $1,000 an d  $150 to  each company, 
respectively, for services perform ed.
D uring  20X3 the  C om pany purchased  oil and  gas leases from  th e  p residen t of 
th e  C om pany for an  aggregate purchase  price of $100. The prices paid  for the  
leases rep resen ted  m ark e t prices for s im ilar leases in  th e  areas.
5 —Sale of Interests in Oil and G as Properties
(successful efforts)
In  20X3, th e  Com pany com pleted the  sale of th e  following oil and  gas proper­
ties, w hich w ere not carried  as oil and  gas leases held  for resale.
In  F eb ruary  20X3, th e  C om pany sold its  en tire  in te re s t in  the  ABC field, a 
proved property, for $3,000. The Com pany recorded a  gain  from th is  transac tion  
of $2,000.
In  Ju ly  20X3, th e  C om pany sold a  p a rtia l in te re s t in  th e  D EF prospect, a  block 
of unproved acreage, for $1,600. The Com pany's cost in  th e  prospect to ta lled  
$200; however, since th e  C om pany an tic ipa tes incu rring  over $2,000 in  explo­
ra tio n  and  developm ent costs re la tin g  to  th e  in te re s t re ta in ed  in  th e  prospect, 
th e  C om pany h as  recorded a  deferred  cred it o f $1,400. As exploration and  de­
velopm ent costs a re  incurred  on th is  prospect, they  will be charged ag a in s t the  
deferred  credit.
In  Decem ber 20X3, th e  C om pany sold a  p a rtia l in te re s t in  th e  GHI prospect, 
a  block of unproved acreage, for $1,000. The n e t book value of these  properties 
to ta lled  $1,500 a t  th e  tim e of th e  sale; consequently, th e  en tire  sales proceeds 
have been recorded a s  a  reduction  of th e  Com pany's cost of th e  properties in  
th e  G H I area .
(full cost)
In  20X3, th e  C om pany com pleted th e  sale of th e  following oil and  gas proper­
ties.
In  F eb ruary  20X3, th e  C om pany sold its  en tire  in te re s t in  the  ABC field, a  
proved property, for $3,000. Since th e  sale of th is  p roperty  did not significantly 
a lte r  th e  re la tionsh ip  betw een capitalized  costs and  oil and  gas reserves, the  
en tire  proceeds w ere credited  to th e  full cost pool.
In  Ju ly  20X3, the  Com pany sold a  p a rtia l in te re s t in  th e  D EF prospect, an  
unproved property, for $1,600, w hich w as credited  to  th e  full cost pool.
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In  D ecem ber 20X3, th e  C om pany sold a  p a rtia l in te re s t in  th e  GHI prospect, 
an  unproved property, for $1,000, which w as credited  to  th e  full cost pool.
D uring  20X3, th e  Com pany sold several unproved leases for $1,000, w hich 
w as credited  to  th e  full cost pool.
6 —Oil and G as Properties Not Subject to Amortization
(full cost)
The Com pany is cu rren tly  p artic ipa ting  in  oil an d  gas exploration and  de­
velopm ent activ ities on a n  offshore block of acreage in  th e  G ulf of Mexico. A t 
Decem ber 31, 20X3, a  determ ination  cannot be m ade about th e  ex ten t of add i­
tional oil reserves th a t  should be classified as  proved reserves as a  re su lt of th is  
project. Consequently, th e  associated property  costs and  exploration  costs have 
been excluded in  com puting am ortization  of the  full cost pool. The Com pany will 
begin to  am ortize these  costs w hen the  project is evaluated , w hich is cu rren tly  
estim ated  to be 20X4. In  addition, th e  cost of ce rta in  oil and  gas leases w hich 
th e  Com pany h as  acquired  for the  purpose of con tribu ting  to  affiliated oil and  
gas p a rtn e rsh ip s  or of selling to th ird  p a rtie s  h as  been excluded in  com puting 
am ortization  of th e  full cost pool.
Costs excluded from am ortization  consist of th e  following a t  D ecem ber 31, 
20X3.
Year A cqu isition E xplora tion D evelopm en t C a p ita lized
Incurred C osts C osts C osts In terest Total
20X2 $2,600 $ 500 $400 $200 $3,700
20X3 1,500 3,200 500 600 5,800
Total $4,100 $3,700 $900 $800 $9,500
7 —Long-Term Debt
A t Decem ber 3 1 ,  20X3, long-term  debt and  production paym ents consist of the  
following item s.
Revolving cred it ag reem ent $6,200
Production paym ent 1,200
7,400
Less am ounts due in  one y ea r 700
Long-term  debt $6 ,700
In  20X3, th e  C om pany renego tia ted  its  $25,000 revolving cred it agreem ent 
w ith  a  group of banks. Indebtedness u n d e r th e  ag reem ent bears in te re s t a t  5 
percen t above a  bank 's prim e lending  ra te  (12 percen t a t  Decem ber 31, 20X3) 
an d  is repayable in  q u arte rly  in s ta llm en ts  o f $350, beginning S eptem ber 30, 
20X4. T his line of cred it is secured by ce rta in  producing oil an d  gas p roperties 
located in  Texas and  New Mexico. A t D ecem ber 3 1 ,  20X3, th e  u nused  available 
line of cred it w as $18,800.
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In  N ovem ber 20X3, th e  Com pany received a  production paym ent of $1,200 
re la tin g  to  ce rta in  oil and  gas p roperties in  U ta h  th a t  a re  p resen tly  sh u t in. 
The Com pany is obligated to  repay  th is  advance p lus in te re s t a t  th e  ra te  of 15 
percen t p e r annum  from  80 percen t of th e  revenues received th rough  oil and  
gas production from th ese  properties.
The Com pany's aggregate long-term  debt an d  production paym ents a re  es ti­
m ated  to be repayable annually  in  th e  following schedule.








D uring  20X3 th e  Com pany received d rilling  advances from jo in t in te re s t own­
ers  w ith  a  rem ain ing  balance of $900 a t  D ecem ber 31, 20X3. These advances 
will be applied  tow ard the  paym ent o f drilling  costs to  be incurred  in  20X4.
9 — Income Taxes1
The provision (benefit) for income taxes includes income taxes cu rren tly  
payable and  those deferred  because of tem porary  differences betw een th e  fi­
nancia l s ta tem en t and  ta x  bases of asse ts  and  liabilities. The provision (benefit) 
for income taxes a t  D ecem ber 31, 20X3 consists of th e  following:
Successfu l F u ll
E fforts Cost
Federal income taxes:
C u rren t $1,125 $1,125
D eferred 400 850
1,525 1,975
S ta te  income taxes:
C u rren t 175 175
D eferred 50 200
225 375
Total $1 ,750 $2,350
U nder FASB S ta tem en t No. 109, deferred  income taxes reflect th e  n e t tax  
effects o f tem porary  differences betw een th e  carry ing  am ounts of a sse ts  and
1 P u rsu a n t to  FA SB  S ta te m e n t N o. 109, deferred  ta x e s  sh a ll be  d eterm in ed  sep a ra te ly  for each  
tax -p a y in g  com pon en t (an  in d iv id u a l e n tity  or group o f  e n t it ie s  th a t  is  con so lid a ted  for ta x  p u rp oses) 
in  each  ta x  ju risd ic tion . T he objective is  to  m easu re  a deferred ta x  lia b ility  or a s s e t  u s in g  th e  en acted  
ta x  ra te (s) exp ected  to  ap p ly  to  taxab le  in com e in  th e  p eriods in  w h ich  th e  deferred  ta x  lia b ility  or 
a s se t  is  exp ected  to  b e  se ttle d  or rea lized .
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liab ilities for financial repo rting  purposes and  th e  am ounts used  for income tax  
purposes. S ignificant com ponents of th e  com pany's deferred  tax  asse ts  (liabili­





N oncurren t deferred  tax  asse ts  (liabilities)
E xploration  an d  developm ent costs 
capitalized  for financial purposes, expensed 
for tax  purposes ($1,200) ($4,300)
E xploration costs capitalized  for tax  
purposes, expensed for financial purposes (300)
In te re s t cap italized  for financial purposes, 
expensed for tax  purposes 400 300
G ain  recognized on sales of oil and  gas 
properties for ta x  purposes, no t reported  
as a  gain  for financial purposes (700) (1,350)
Excess am ortization  of oil an d  gas properties 
for financial purposes over ta x  purposes (700) (1 ,150)
D eferred noncu rren t tax  liability, n e t ($2,500) ($6,500)
The reconciliation of income tax  com puted a t  s ta tu to ry  ra te s  to  income tax  
expense is as follows:
Successfu l F u ll
E fforts C ost
S ta tu to ry  ra te 34.0% 34.0 %
Excess s ta tu to ry  depletion 
M inim um  tax  on tax  preference
(10.0) (5.0)
depletion and  cap ita l gains 6.3 5.8
O ther 4.7 2.5
Effective tax  ra te 35.0% 37.3%
10—Commitments and Contingencies(g)
As general p a r tn e r  in  ce rta in  oil and  gas lim ited  p artn e rsh ip s , th e  Com pany is 
contingently  liable for th e  repaym ent of loans m ade to th e  partnersh ip s . A t De­
cem ber 3 1 ,  20X3, the  ou ts tand ing  balance of these  loans, w hich a re  secured by 
th e  p a rtn e rsh ip s ' oil an d  gas properties, is $5,000. The C om pany believes th a t  
th e  p a rtn e rsh ip s ' a sse ts  will be sufficient to  sa tisfy  these  obligations w ithout 
loss to  th e  Company.
The C om pany is com m itted to  purchase  up  to  $1,000 in  lim ited  p artn e rsh ip  
in te re s ts  of a  certa in  oil and  gas lim ited  p a rtn e rsh ip , if  tendered  by th e  lim ited  




11 — Fair Value of Financial Instruments
The Com pany values its  financial in stru m en ts  as requ ired  by FASB S ta tem en t 
No. 107, D isclosures abou t F a ir Values o f  F inan cia l In stru m en ts .2 The carry ing  
am ounts of cash, short-term  debt and  long-term  variab le-rate  debt approxim ate 
fa ir value. The C om pany estim ates  th e  fa ir value of its  long-term , fixed-rate 
deb t generally  u sing  discounted cash flow analysis based on th e  Com pany's 
cu rren t borrow ing ra te s  for sim ilar types of debt. The carry ing  am ounts of the  
Com pany's financial in s tru m en ts  generally  approxim ate th e ir  fa ir values a t  
D ecem ber 31, 20X3.
1 2 —Impairment of Long-Lived Assets
N o te :  FASB S ta tem en t No. 144 requ ires certa in  disclosures if  an  im pairm en t 
loss is recognized for asse ts  to  be held  and  used. An exam ple of such a  disclosure 
is show n below:
R ecen tly a d o p ted  en vironm en ta l leg isla tion  in  a  ju r isd ic tio n  where the C om ­
p a n y  h as u ndertaken  m a jor exploration  a n d  developm en t a c tiv itie s  h as p la ced  
sign ifican t restric tion s on the use o f  certa in  d r illin g  equ ipm en t u sed by the C om ­
pan y. T h is circum stance h as ca lled  in to  question  the recoverab ility  o f  the carry­
in g  am ou n ts o f  these assets. A s  a  resu lt, p u rsu a n t to FA SB  S ta tem en t No. 144, 
Accounting for th e  Im pairm en t or D isposal of Long-Lived Assets, an  im p a ir­
m en t lo ss o f  $X,XX X  h as been recognized fo r  th is  equ ipm en t a n d  in c lu ded  in  
incom e from  con tin u ing  opera tion s before incom e taxes u nder the cap tion  "E x­
p l o r a t i o n ." In  ca lcu la tin g  the im p a irm en t loss, fa ir  value w a s  de term in ed  by  
review in g  qu o ted  m arke t p rices  for curren t sa les  o f  s im ila r  equ ipm ent.
Entities With Oil and Gas Producing Activities
(a) I t  is also acceptable to  account for investm en ts in  oil and  gas p a rtn e rsh ip s  
u sing  th e  equity  m ethod of accounting. In  addition , th e  read e r m ay w ish to  
consider th e  applicability  of E IT F  Issue No. 00-1, "Investor B alance S heet and  
Income S ta tem en t D isplay u n d er the  E qu ity  M ethod for Investm en ts in  C erta in  
P a rtn e rsh ip s  and  O th er V entures."
(b) In  some cases i t  m ay be m ore appropria te  to  depreciate n a tu ra l gas cycling 
an d  processing p lan ts  by th e  unit-of-production m ethod; therefore, th e  costs of 
such p la n ts  m ay be included in  th e  full cost pool.
2 FA S B  S ta te m e n t N o. 126 , E xem ption  from  C ertain R equ ired  D isclosures about F inanc ia l In ­
stru m en ts  fo r C ertain N onpublic  E n tities— an am en d m en t to F A S B  S ta tem en t N o. 107, a s  am en d ed  
b y  FA SB  S ta te m e n t N o. 133, A ccounting  fo r  D erivative In s tru m en ts  a n d  H edging  A ctiv ities , a m en d s  
FA SB  S ta te m e n t N o. 107 , D isclosures about F air Value o f  F inancia l In stru m en ts, to  m ak e th e  d isclo­
su res  abou t fa ir  v a lu e  o f  fin an cia l in s tru m en ts  prescribed  in  FA SB  S ta te m e n t N o. 107 op tion a l for 
e n tit ie s  th a t  m ee t a ll o f  th e  fo llow in g  criteria:
a. T he e n tity  is  a  non public  entity .
b. T h e en tity 's  to ta l a s s e ts  are  le s s  th a n  $1 0 0  m illion  on th e  d a te  o f  th e  fin an cia l s ta te ­
m en ts.
c. T he e n tity  h a s  no in stru m en t th a t, in  w h ole  or in  p art, is  accou n ted  for a s  a  d er ivative  
in s tru m en t u n d er FA SB  S ta te m e n t N o. 133 o th er  th a n  com m itm en ts  re la ted  to  th e  
orig in a tion  o f  m ortgage loan s to  be h e ld  for sa le  d u rin g  th e  rep ortin g  period.
FA SB  S ta te m e n t N o. 149, A m en d m en t o f  S ta tem en t 133 on D erivative In s tru m en ts  a n d  H edging  
A ctiv ities , a m en d s FA SB  S ta te m e n t N o. 126, p aragraph  2(c), a s  am en d ed  b y  FA SB  S ta te m e n t No. 
133, by  ad d in g  other th a n  com m itm en ts  related to the  origination o f  m ortgage loans to be held  fo r sale 
before du rin g  the reporting period . FA SB  S ta te m e n t N o. 149 is  e ffec tive  for con tracts en tered  in to  or 
m odified  a fter  Ju n e  3 0 ,  20 0 3 , ex cep t a s  s ta ted  in  p aragraph  4 0  o f FA SB  S ta te m e n t N o. 149. T h e FA SB  
S ta te m e n t i s  a lso  effec tive  for h ed g in g  r e la tio n sh ip s  d es ig n a ted  a fter  Ju n e  30 , 2 003 , excep t a s  s ta ted  
in  paragraph  40  o f FA SB  S ta te m e n t N o. 149.
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(c) I t  is also acceptable, if  economic circum stances (re la ted  to  th e  effects of 
regu la ted  prices) indicate, to  use u n its  of revenue as  a  basis for com puting 
am ortization .
(d) P rio r to 1983 an d  th e  adoption of SEC R elease FR -14, section 406.01.c.i., 
only unusually  significant investm en ts in  unproved p roperties and  m ajor de­
velopm ent projects w ere eligible for exclusion from am ortization .
(e) In  certa in  circum stances, it  m ay be requ ired  to  record re im bursem ents as 
revenues. C om panies should consider th e  guidance in  E IT F  No. 99-19, "Re­
porting  R evenue Gross as a  Principal V ersus N et as  an  Agent," and  E IT F  No. 
01-14, "Income S ta tem en t C harac teriza tion  of R eim bursem ents Received for 
"Out-of-Pocket" E xpenses Incurred," to  determ ine th e  appropria te  trea tm en t.
(f) For guidance on the  balance sheet classification of m a tu ritie s  of nonrecourse 
production paym ents, see ARB No. 43, C hap ter 3A, C urren t A sse ts  a n d  C urren t 
L ia b ilitie s , p a rag rap h  8.
(g) I f  th e  Com pany h as  any  unusually  significant com m itm ents for exploration 
and  developm ent costs, those com m itm ents should be disclosed in  the  footnotes.
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Exhibit A-5
XYZ OIL COMPANY
Supplemental Information (Unaudited)(a) 
Year Ended December 31, 20X3
Successfu l F u ll
E fforts Cost
C a p ita lized  C osts R e la tin g  to O il a n d  G as
P rodu cin g  A c tiv itie s  a t  D ecem ber 31, 20X 3
U nproved oil and  gas properties $10,000 $16,300
Proved oil and  gas properties 14,000 33,000
Support equ ipm ent and  facilities 1,000 1,000
25,000 50,300
Less accum ulated  depreciation, depletion,
am ortization , and  im pairm en t 4,800 10,700
N et capitalized  costs $20,200 $39,600
C osts Incurred  in  O il a n d  G as P rodu cin g  A c tiv itie s
for the Year E n d ed  D ecem ber 31, 20X 3  (b)
P roperty  acquisition costs
Proved $ 600 $ 600
U nproved 1,500 3,700
E xploration  costs 5,000 7,800
D evelopm ent costs 1,500 2,500
A m ortization  ra te  p e r equ ivalen t ba rre l of
production 3.13
R esu lts  o f  O pera tions for O il a n d  G as P roducing
A c tiv itie s  for the Year E n d ed  D ecem ber 31, 20X 3(b)
Oil and  gas sales $14,000 $14,000
G ain  on sale of oil and  gas p roperties 2,000
G ain  on sale  o f oil a n d  gas leases 400
Production costs (2,000) (2,000)
Exploration  expenses (5,000)
D epreciation, depletion, and  am ortization  1,400) (2,400)
8,000 9,600
Income tax  expense (2,880) (3,820)
R esults o f operations for oil an d  gas producing
activ ities (excluding corporate overhead and
financing costs) $ 5.120 $ 5.780
R eserve Inform ation(b)
The following estim ates of proved and  proved developed reserve q u an titie s  
an d  re la ted  standard ized  m easure  of discounted n e t cash flow a re  estim ates 
only, and  do not p u rpo rt to  reflect realizable values or fa ir m ark e t values of 
th e  Com pany's reserves. The Com pany em phasizes th a t  reserve estim ates a re  
inheren tly  im precise an d  th a t  e stim ates of new  discoveries a re  m ore im precise 
th a n  those of producing oil and  gas properties. Accordingly, these  estim ates  a re  
expected to  change as  fu tu re  inform ation becomes available. All of the  Com­
pany 's reserves a re  located in  th e  U nited  S ta tes.
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Proved reserves a re  estim ated  reserves of crude oil (including condensate 
and  n a tu ra l gas liquids) an d  n a tu ra l gas th a t  geological and  engineering  d a ta  
dem onstra te  w ith  reasonable ce rta in ty  to  be recoverable in  fu tu re  years from 
know n reservoirs u n d e r ex isting  economic and  operating  conditions. Proved 
developed reserves a re  those expected to be recovered th rough  ex isting  wells, 
equipm ent, and  operating  m ethods.
The standard ized  m easure  of discounted fu tu re  n e t cash  flows is com puted by 
applying year-end prices o f oil and  gas (w ith consideration  of price changes only 
to th e  ex ten t provided by con tractual a rrangem en ts) to  th e  estim ated  fu tu re  
production of proved oil and  gas reserves, less estim ated  fu tu re  expenditures 
(based on year-end costs) to be incurred  in  developing and  producing the  proved 
reserves, less estim ated  fu tu re  income tax  expenses (based on year-end s ta tu ­
tory  tax  ra tes , w ith  consideration  of fu tu re  tax  ra te s  a lready  legislated) to be 
incurred  on p re tax  n e t cash flows less tax  basis of th e  properties and  available 
credits, and  assum ing  continuation  of ex isting  economic conditions. The es ti­
m ated  fu tu re  n e t cash  flows are  th en  discounted using  a  ra te  o f 10 percen t a 
y ea r to reflect the  estim ated  tim ing  of the  fu tu re  cash flows.
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O il G as
(Bbls) (Mcf)
Proved developed an d  undeveloped reserves -
B eginning of year 5,000 20,000
Revisions of previous estim ates (100) (2,000)
Im proved recovery 100
P urchases of m inerals  in  place 80
E xtensions and  discoveries 2,500 2,300
Production (325) (1,400)
Sales of m inerals  in  place (3751
E nd  of year 6,880 18,900
Proved developed reserves
B eginning of year 4,500 13,000
E nd  of y ear 6,200 16,000
S tandard ized  M easure of D iscounted F u tu re
N et C ash Flows a t  Decem ber 31, 20X3(b)
F u tu re  cash  inflows $210,000
F u tu re  production costs (40,000)
F u tu re  developm ent costs (10,000)
F u tu re  income tax  expenses (70,000)
90,000
F u tu re  n e t cash  flows
10% an n u a l discount for estim ated
tim ing  of cash  flows (12,000)
S tandard ized  m easures of discounted fu tu re
n e t cash  flows re la tin g  to proved oil and  gas
reserves $78,000
The following reconciles th e  change in  th e  standard ized  m easure  of
discounted fu tu re  n e t cash  flow during  20X3.
B eginning of year $66,000
Sales of oil and  gas produced, n e t of
production costs (12,000)
N et changes in  prices and
production  costs (3,000)
E xtensions, discoveries, an d  im proved
recovery, less re la ted  costs 29,000
D evelopm ent costs incurred  during  the  year
w hich w ere previously estim ated 2,500
N et change in  estim ated  fu tu re  developm ent
costs 2,000
Revisions of previous q u an tity  estim ates (4,000)
N et change from  purchases and  sales of
m inerals  in  place (5,500)
A ccretion of discount 7,000
N et change in  income taxes (3,000)
O ther (1,000)
E nd of year $78,000
AAG-OGP APP A
Illustrative Financial Statements and Supplemental Information 117
(a) If  XYZ Oil Com pany h a d  an  investm en t in  a n  en terp rise  th a t  w as ac­
counted for on the  equity  m ethod, th e  Com pany's sh a re  of th e  investee 's n e t 
capitalized  costs, costs incurred , resu lts  of operations for producing activ i­
ties, reserve quan tities, and  standard ized  m easure  of discounted fu tu re  n e t 
cash  flows w ould be requ ired  to  be disclosed separately.
(b) These disclosures a re  p resen ted  assum ing  th a t  XYZ Oil Com pany h as  op­
erations in  only one reportab le  geographic a rea . I f  operations a re  conducted 
in  two or m ore reportab le  geographic areas, th is  inform ation would be re ­
quired  to be reported  in  to ta l an d  by geographic area .
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Appendix B
Standards Pertaining to the Estimating 
and Auditing of Oil and Gas Reserve 
Information by the Society of Petroleum 
Engineers of A IM E
The s tan d a rd s  included in  th is  appendix re la tin g  to  au d iting  of oil and  gas 
reserve inform ation are  applicable to  petro leum  engineers and  not to  certified 
public accountan ts perform ing au d its  in  accordance w ith  generally  accepted 
au d itin g  standards.
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Article I— The Basis and Purpose of Developing 
Standards Pertaining to the Estimating and Auditing 
of Reserve Information1
1.1 T h e  N a tu r e  a n d  P u r p o s e  o f  E s t im a t in g  a n d  A u d it in g  R e s e rv e  
I n f o r m a t io n .1 2 E stim ates  of Reserve Inform ation are  m ade by or for E n tities 
as a  p a r t  of th e ir  norm al business practices. Such R eserve Inform ation typically 
m ay include, am ong o ther th ings, estim ates of (i) th e  proved reserves, (ii) the  
fu tu re  producing ra te s  from such proved reserves, (iii) th e  fu tu re  n e t revenue 
from such proved reserves, and  (iv) th e  p resen t value of such fu tu re  n e t revenue. 
The exact type and  ex ten t of Reserve Inform ation m u st necessarily  tak e  into 
account th e  purpose for w hich such Reserve Inform ation is being p repared  and, 
correspondingly, s ta tu to ry  and  regu lato ry  provisions, if  any, th a t  a re  applicable 
to  such in tended  use of th e  R eserve Inform ation.
1.2 E s t im a t in g  a n d  A u d it in g  R e s e rv e  In f o r m a t io n  in  A c c o rd a n c e  W ith  
G e n e ra l ly  A c c e p te d  E n g in e e r in g  a n d  E v a lu a t io n  P r in c ip le s .  The e s ti­
m ating  and  au d itin g  of R eserve Inform ation is predicated  upon ce rta in  h is to ri­
cally developed principles of petro leum  engineering and  evaluation , which are  
in  tu rn  based on principles of physical science, m athem atics and  economics. 
A lthough these  generally  accepted petroleum  engineering  and  evaluation  p rin ­
ciples a re  p redicated  on estab lished  scientific concepts, the  application  of such 
principles involves extensive judgm en ts  and  is subject to changes in  (i) existing  
knowledge and  technology, (ii) economic conditions, (iii) applicable s ta tu to ry  
an d  regulatory  provisions, an d  (iv) the  purposes for w hich th e  R eserve Infor­
m ation  is to  be used.
1.3 T h e  I n h e r e n t ly  I m p re c is e  N a tu r e  o f  R e s e rv e  I n fo rm a tio n .  The re li­
ability  of R eserve Inform ation is considerably affected by several factors. In i­
tially, i t  should be noted th a t  Reserve Inform ation is im precise due to the  inher­
e n t uncerta in ties  in , and  th e  lim ited  n a tu re  of, th e  d a ta  base upon w hich the  
estim ating  and  aud iting  of R eserve Inform ation is p redicated . Moreover, the  
m ethods and  d a ta  used  in  estim atin g  R eserve Inform ation a re  often necessar­
ily ind irect o r analogical in  ch arac ter ra th e r  th a n  d irect or deductive. F u rth e r­
m ore, the  persons e stim atin g  and  au d itin g  R eserve Inform ation are  required , 
in  applying generally  accepted petro leum  engineering  and  evaluation  princi­
ples, to  m ake num erous judgm en ts based  upon th e ir  educational background, 
professional tra in in g  and  professional experience. The ex ten t and  significance 
of th e  judgm en ts to  be m ade are , in  them selves, sufficient to  ren d e r Reserve 
Inform ation inheren tly  im precise.
1.4 T h e  N e e d  f o r  S ta n d a r d s  G o v e rn in g  th e  E s t im a t in g  a n d  A u d it in g  
o f  R e s e rv e  I n fo rm a tio n .  The Society of Petro leum  E ngineers, a  constituen t 
society of th e  A m erican In s titu te  of M ining, M etallurgical, and  P etro leum  E n ­
gineers (the  "Society"), has  determ ined  th a t  th e  Society should adopt these  
S tan d ard s P erta in in g  to th e  E stim atin g  and  A uditing  of Oil and  G as Reserve *
Standards by Society of Petroleum Engineers
1 T h ese  S tan d ard s P erta in in g  to th e  E stim a tin g  an d  A u d itin g  o f  Oil and  G as R eserve Inform ation  
(th e  "Standards") are  n ot in ten d ed  to  b in d  th e  m em b ers o f  th e  S oc ie ty  o f  Petro leu m  E n g in eers  (th e  
"Society") or an yon e e lse , an d  th e  S oc ie ty  im p oses  no sa n ctio n s for th e  n on u se  o f  th ese  S tan d ard s. E ach  
person  e st im a tin g  an d  a u d itin g  oil an d  g a s  R eserve Inform ation  is  encou raged  to  exerc ise  h is  or h er  
ow n  ju d g m en t con cern in g  th e  m a tters  s e t  forth  in  th ese  S tan d ard s. T h e  S oc ie ty  w elcom es com m en ts  
an d  su g g ested  ch an ges  in  regard to  th ese  S tan d ard s.
2 D efin ition s  are s e t  forth in  S ection  2 .2  for certa in  o f  th e  term s th a t  are  n ot tex tu a lly  defin ed  in  
th e s e  S tan d ard s.
AAG-OGP APP B
124
Inform ation (the "S tandards"). The adoption of these  S tan d a rd s  by th e  Society 
fulfills a t  least th re e  useful objectives.
F irs t, a lthough  some u se rs  of Reserve Inform ation are  cognizant o f th e  gen­
e ra l princip les th a t  a re  applied  to  d a ta  bases in  determ in ing  Reserve Inform a­
tion, th e  judgm en ts requ ired  in  estim ating  an d  aud iting  R eserve Inform ation 
and  th e  inheren tly  im precise n a tu re  of Reserve Inform ation, i t  h a s  become in ­
creasingly a p p a ren t in  recen t years th a t  m any u sers of R eserve Inform ation do 
no t fully u n d e rs tan d  such m atte rs . The adoption, publication an d  d istribu tion  
of these  S tan d ard s should enable u sers of R eserve Inform ation to  u n d e rs tan d  
th ese  m a tte rs  m ore fully and  therefore avoid p lacing undue reliance on Reserve 
Inform ation.
Secondly, th e  w ider d issem ination  of R eserve Inform ation th rough  public fi­
nancia l reporting , such as th a t  requ ired  by various governm ental au thorities, 
m akes it  im perative th a t  th e  u sers of Reserve Inform ation have a  general u n ­
d erstand ing  of th e  m ethods of, an d  lim ita tions on, e s tim ating  an d  aud iting  
R eserve Inform ation.
Thirdly, as R eserve Inform ation proliferates in  te rm s of th e  types of inform a­
tion  available and  th e  b roader d issem ination  thereof, i t  becomes increasingly  
im p o rtan t th a t  Reserve Inform ation be estim ated  and  au d ited  on a  consisten t 
basis. Com pliance w ith  these  S tan d ard s is a  m ethod of facilita ting  evaluation  
and  com parisons of R eserve Inform ation by th e  u se rs  thereof.
In  o rder to  accom plish th e  th re e  above-discussed objectives, th e  Society has  
included in  these  S tan d a rd s  (i) definitions of selected te rm s perta in in g  to  the  
estim ation  and  evaluation  of R eserve Inform ation, (ii) qualifications for per­
sons estim ating  an d  aud iting  Reserve Inform ation, (iii) s tan d a rd s  of indepen­
dence and  objectivity for such persons, (iv) s tan d a rd s  for estim ating  proved 
reserves an d  o th er R eserve Inform ation, and  (v) s tan d a rd s  for au d itin g  proved 
reserves and  o ther Reserve Inform ation. A lthough these  S tan d ard s a re  p redi­
cated  on generally  accepted petro leum  engineering  and  evaluation  principles, 
i t  m ay in  th e  fu tu re  become necessary, for th e  reasons se t fo rth  in  Section 1.2, 
to  clarify or am end ce rta in  of these  S tandards. Consequently, the  Society may, 
in  appropria te  fu tu re  circum stances, determ ine to  am end these  S tan d ard s or 
publish  clarifying sta tem en ts.
Article II— Definitions of Selected Terms
2.1 A p p lic a b i l i ty  o f  D e fin it io n s . In  p reparing  a  repo rt o r opinion, persons 
estim atin g  and  au d itin g  R eserve Inform ation sha ll ascribe, to  proved reserves 
and  o ther significant te rm s used  th e re in , th e  definitions prom ulgated  by th e  So­
ciety or such o th er definitions as he or she m ay reasonably  consider app ropria te  
in  accordance w ith  generally  accepted petro leum  engineering  and  evaluation  
principles; provided, however, th a t  (i) such repo rt or opinion should define, or 
m ake reference to  a  definition of, each significant te rm  th a t  is used  th e re in  
an d  (ii) th e  definitions used  in  any  repo rt or opinion m u st be consisten t w ith  
s ta tu to ry  a n d  regu lato ry  provisions, i f  any, th a t  apply to  such repo rt o r opinion 
in  accordance w ith  its  in tended  use.
2.2 D e fin e d  T e rm s . The definitions se t fo rth  in  th is  Section 2.2 a re  applicable 
for all purposes of these  S tandards:
(a) E n tity . An E n tity  is a  corporation, jo in t ven tu re , p a rtn e rsh ip , tru s t, ind i­
v idual or o ther person engaged in  (i) the  exploration for, or production of, oil 
an d  gas; (ii) the  acquisition  of p roperties o r in te re s ts  th e re in  for th e  purpose
Entities With Oil and Gas Producing Activities
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of conducting such exploration or production; or (iii) th e  ow nership of proper­
ties  or in te re s ts  th e re in  w ith  respect to  w hich such exploration or production 
is being, or will be, conducted.
(b) R eserve E stim ator. A R eserve E stim ato r is a  person who is designated  to  
be in  responsible charge for estim ating  and  eva lua ting  proved reserves and  
o th er R eserve Inform ation. A Reserve E stim ato r e ith e r m ay personally  m ake 
th e  estim ates  and  evaluations of R eserve Inform ation or m ay supervise and  
approve th e  estim ation  and  evaluation  th e reo f by others.
(c) R eserve A uditor. A Reserve A uditor is a  person who is  designated  to  be in  
responsible charge for th e  conduct of an  a u d it w ith  respect to  R eserve Inform a­
tion  estim ated  by others. A Reserve A uditor e ith e r m ay personally  conduct an  
au d it of R eserve Inform ation or m ay supervise and  approve th e  conduct of an  
au d it th e reo f by others.
(d) R eserve Inform ation . Reserve Inform ation consists of various estim ates per­
ta in in g  to  th e  ex ten t and  value of oil and  gas properties. Reserve Inform ation 
may, b u t will not necessarily, include estim ates  of (i) proved reserves, (ii) the  
fu tu re  production ra te s  from such proved reserves, (iii) the  fu tu re  n e t revenue 
from such proved reserves, and  (iv) the  p resen t value of such fu tu re  n e t revenue.
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Arricle III— Professional Qualifications of Reserve 
Estimators and Reserve Auditors
3.1 T h e  I m p o r ta n c e  o f  P ro fe s s io n a l ly  Q u a lif ie d  R e s e rv e  E s t im a to r s  
a n d  R e s e rv e  A u d ito r s .  Reserve Inform ation is p repared  an d  audited , respec­
tively, by Reserve E stim ato rs and  Reserve A uditors, who a re  often assisted  by 
o ther professionals an d  by paraprofessionals and  clerical personnel. Reserve 
E stim ato rs  and  R eserve A uditors m ay be (i) em ployees of an  E n tity  itse lf  or 
(ii) stockholders, proprietors, p a rtn e rs  or em ployees of a n  independen t firm  
of petro leum  consu ltan ts w ith  w hich an  a rran g em en t h a s  been m ade for the  
estim atin g  or au d iting  of R eserve Inform ation. Irrespective of th e  n a tu re  of 
th e ir  em ploym ent, however, R eserve E stim ato rs and  R eserve A uditors m ust
(i) exam ine th e  d a ta  base necessary  to  estim ate  or au d it R eserve Inform ation;
(ii) perform  such te s ts  and  consider such m a tte rs  as m ay be necessary  to  evalu­
a te  th e  sufficiency of th e  d a ta  base; an d  (iii) m ake such calculations and  estim a­
tions, an d  apply such te s ts  and  s tandards, as m ay be necessary  to  estim ate  or 
au d it proved reserves and  o ther Reserve Inform ation. For th e  reasons discussed 
in  Section 1.3, th e  proper determ ination  of these  m a tte rs  is highly dependent 
upon th e  num erous judgm en ts R eserve E stim ato rs  and  R eserve A uditors are  
requ ired  to m ake based  upon th e ir  educational background, professional tra in ­
ing  and  professional experience. Consequently, in  o rder to assu re  th a t  Reserve 
Inform ation will be as reliable as  possible given th e  lim ita tions in h e ren t in  the  
estim ating  and  aud iting  process, i t  is essen tia l th a t  those in  responsible charge 
for estim ating  an d  au d iting  R eserve Inform ation have adequate  professional 
qualifications such as those se t forth  in  th is  A rticle III.
3.2 P r o fe s s io n a l  Q u a lif ic a tio n s  o f  R e s e rv e  E s t im a to r s .  A R eserve E s ti­
m ato r shall be considered professionally qualified in  such capacity  if  he or she 
h a s  sufficient educational background, professional tra in in g  and  professional 
experience to enable h im  or h e r to  exercise p ru d en t professional ju dgm en t and  
to  be in  responsible charge in  connection w ith  the  estim ating  of proved reserves 
and  o th er Reserve Inform ation. The determ ination  of w hether a  Reserve E s ti­
m ato r is professionally qualified should be m ade on an  individual-by-individual
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basis. A R eserve E stim ato r would norm ally be considered to be qualified if  he 
or she (i) h a s  a  m in im um  of th ree  years ' practical experience in  petro leum  
engineering  or petro leum  production geology, w ith  a t lea s t one y ea r of such ex­
perience being in  th e  estim ation  and  evaluation  of R eserve Inform ation; a n d  
(ii) e ith er  (A) has  obtained, from a  college or un iversity  of recognized s ta tu re , a 
bachelor's or advanced degree in  petro leum  engineering, geology or o th e r disci­
p line of engineering or physical science or (B) h as  received, and  is m ain ta in ing  
in  good standing , a  reg istered  or certified professional engineer's license or a 
reg istered  or certified professional geologist's license, or the  equivalen t thereof, 
from  an  app ropria te  governm ental au th o rity  or professional organization.
3.3 P r o fe s s io n a l  Q u a lif ic a tio n s  o f  R e s e rv e  A u d ito r s .  A R eserve A uditor 
shall be considered professionally qualified in  such capacity  if  he or she has 
sufficient educational background, professional tra in in g  an d  professional ex­
perience to enable h im  or h e r  to exercise p ru d en t professional judgm en t while 
acting  in  responsible charge for th e  conduct of an  au d it of R eserve Inform a­
tion  estim ated  by others. The de term ination  of w hether a  R eserve A uditor is 
professionally qualified should be m ade on an  individual-by-individual basis. 
A R eserve A uditor would norm ally  be considered to  be qualified if  he or she
(i) h as  a  m inim um  of ten  years ' practical experience in  petro leum  engineering 
or petro leum  production geology, w ith  a t lea s t five years of such experience 
being in  th e  estim ation  and  evaluation  of Reserve Inform ation; a n d  (ii) eith er  
(A) h a s  obtained, from a college or un iversity  of recognized s ta tu re , a  bachelor’s 
or advanced degree in  petro leum  engineering, geology or o ther discipline of en ­
g ineering  or physical science or  (B) has  received, and  is m ain ta in in g  in  good 
standing , a  reg iste red  or certified professional engineer's license or a  reg istered  
or certified professional geologist's license, or th e  equivalen t thereof, from  an  
app rop ria te  governm ental au th o rity  or professional organization.
Article IV— Standards of Independence, Objectivity 
and Confidentiality for Reserve Estimators 
and Reserve Auditors
4.1 T h e  I m p o r ta n c e  o f  I n d e p e n d e n t  o r  O b je c tiv e  R e s e rv e  E s t im a to r s  
a n d  R e s e rv e  A u d ito r s .  In  o rder th a t  u se rs  of R eserve Inform ation m ay be 
assu red  th a t  th e  R eserve Inform ation w as estim ated  or aud ited  in  an  unbiased  
an d  objective m anner, i t  is  im p o rtan t th a t  R eserve E stim ato rs an d  Reserve 
A uditors m ain ta in , respectively, th e  levels of independence and  objectivity se t 
fo rth  in  th is  A rticle IV. The determ ination  of th e  independence an d  objectivity 
of R eserve E stim ato rs  and  R eserve A uditors should be m ade on a  case-by-case 
basis. To facilita te  such determ ination , the  Society has  adopted (i) s tan d a rd s  of 
independence for consulting  Reserve E stim ato rs and  consulting Reserve A udi­
to rs and  (ii) s tan d a rd s  of objectivity for R eserve A uditors in te rn a lly  employed 
by E n titie s  to  w hich th e  R eserve Inform ation re la tes. To th e  ex ten t th a t  the  
applicable s tan d a rd s  of independence and  objectivity se t fo rth  in  th is  Article 
IV a re  no t m et by Reserve E stim ato rs and  R eserve A uditors in  estim atin g  and  
aud iting  Reserve Inform ation, such lack of conform ity w ith  th is  A rticle IV shall 
be se t fo rth  in  any  repo rt or opinion re la tin g  to Reserve Inform ation w hich p u r­
ports to  have been estim ated  or aud ited  in  accordance w ith  these  S tandards.
4.2 R e q u ir e m e n t  o f  I n d e p e n d e n c e  f o r  C o n s u l t in g  R e s e rv e  E s t im a to r s  
a n d  C o n s u lt in g  R e s e rv e  A u d ito rs .  C onsulting  R eserve E stim ato rs and  con­
su ltin g  Reserve A uditors, or any  firm  of petroleum  consu ltan ts o f w hich such 
indiv iduals a re  stockholders, proprietors, p a rtn e rs  or employees, should be
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independen t from  any  E n tity  w ith  respect to which such R eserve E stim ato rs, 
R eserve A uditors or consulting  firm  estim ate  or au d it R eserve Inform ation 
w hich p u rpo rts  to  have been estim ated  or aud ited  in  accordance w ith  these  
S tandards.
4.3 S ta n d a r d s  o f  I n d e p e n d e n c e  f o r  C o n s u l t in g  R e s e rv e  E s t im a to r s  
a n d  C o n s u lt in g  R e s e rv e  A u d ito r s .3 C onsulting  R eserve E stim ato rs  and  con­
su lting  Reserve A uditors, an d  any  firm  of petro leum  consu ltan ts of w hich such 
ind ividuals a re  stockholders, p roprietors, p a rtn e rs  or em ployees, w ould no t nor­
m ally be considered independen t w ith  respect to  an  E n tity  if, du ring  the  te rm  
of th e ir  professional engagem ent, such Reserve E stim ato rs, Reserve A uditors 
or consulting  firm
(a) Investm ents. E ith e r  owned or acquired, or w ere com m itted to  acquire, di­
rectly  or indirectly, any  m ate ria l financial in te re s t in  (i) such E n tity  o r any  
corporation or o th e r person affiliated th e rew ith  or (ii) any  property  w ith  re ­
spect to  w hich Reserve Inform ation is to be estim ated  or audited;
(b) J o in t B u sin ess Venture. E ith e r owned or acquired, or w ere com m itted to 
acquire, directly  or indirectly, any  m ate ria l jo in t business investm en t w ith  such 
E n tity  o r any  officer, director, principal stockholder o r o th e r person affiliated 
therew ith ;
(c) Borrow ings. Were indebted  to such E n tity  or any  officer, director, principal 
stockholder or o ther person affiliated therew ith ; provided, however, th a t  re ta in ­
ers, advances ag a in st work-in-process and  trad e  accounts payable arising  from 
th e  purchase  of goods and  services in  th e  ord inary  course of business shall not 
constitu te  indebtedness w ith in  the  m eaning  of th is  Section 4.3(c);
(d) G uaran tees o f  B orrow ings. W ere indebted  to any  individual, corporation 
or o th e r person u n d e r circum stances w here th e  paym ent of such indebtedness 
was g u aran teed  by such E n tity  or any  officer, director, principal stockholder or 
o ther person affiliated therew ith ;
(e) L oans to C lients. E xtended  cred it to  (i) such E n tity  or any  officer, direc­
tor, principal stockholder or o th e r person affiliated th e rew ith  or (ii) any  person 
hav ing  a  m ate ria l in te re s t in  any  property  w ith  respect to which Reserve In ­
form ation w as estim ated  or audited ; provided, however, th a t  tra d e  accounts 
receivable a ris in g  in  th e  ord inary  course of business from  th e  perform ance of 
petro leum  engineering  an d  re la ted  services shall no t constitu te  th e  extension 
of cred it w ith in  th e  m eaning  of th is  Section 4.3(e);
(f) G uaran tees fo r  C lients. G u aran teed  any  indebtedness (i) owed by such E n ­
tity  or any  officer, director, p rincipal stockholder or o ther person affiliated th e re ­
w ith  or (ii) payable to  any  individual, corporation, en tity  or o th e r person hav ing  
a  m a te ria l in te re s t in  th e  R eserve Inform ation p e rta in in g  to such E n tity ;
(g) P urchases a n d  S a les  o f  A ssets. P u rchased  any  m a te ria l a sse t from, or sold 
any  m a te ria l a sse t to, such E n tity  or any  officer, director, p rincipal stockholder 
or o th e r person affiliated therew ith ;
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3 For p u rp oses o f  th is  S ection  4 .3 , th e  term  "affiliated" sh a ll, w ith  resp ect to  an  E ntity , describe  
th e  re la tio n sh ip  o f  a  p erson  to  su ch  E n tity  u n d er  c ircu m stan ces  in  w h ich  su ch  p erson , d irectly  or 
in d irectly  th rou gh  one or m ore in term ed iaries , controls or is  controlled  by or is  un d er com m on control 
w ith  su ch  E ntity ; provided, how ever, th a t  com m ercia l b an k s a n d  o th er  bona fide fin an cia l in s titu tio n s  
sh a ll n ot be considered  to be a ffilia ted  w ith  th e  E n tity  to  w hich  th e  R eserve Inform ation  r e la te s  u n le ss  
su ch  b an k s or in s titu tio n s  ac tiv e ly  p artic ip ate  in  th e  m a n a g em en t o f  th e  prop erties o f  su ch  Entity.
U n le ss  th e  c on tex t req u ires oth erw ise , th e  term  "material" sh a ll, for p u rp oses o f  th is  S ection  4 .3 , 
be in terp reted  w ith  referen ce to  th e  n e t w orth  o f  th e  co n su ltin g  R eserve E stim ators  or th e  con su ltin g  
R eserve A uditors, or a n y  firm  o f  petro leu m  co n su lta n ts  o f  w h ich  su ch  in d iv id u a ls  are  stockhold ers, 
proprietors, p artn ers or em p loyees.
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(h) C erta in  R e la tion sh ip s W ith C lien t. W ere d irectly  or indirectly  connected 
w ith  such E n tity  as  a  prom oter, underw riter, officer, d irector or principal stock­
holder, or in  any  capacity  equ ivalen t thereto , or w ere otherw ise no t separa te  
and  independen t from  th e  operating  and  investm en t decision-m aking process 
of such E n tity ;
(i) T ru sts a n d  E states. W ere tru s te e s  o f any  tru s t, or executors or a d m in is tra ­
to rs of any  es ta te , if  such t ru s t  or e s ta te  had  any  d irect o r ind irect in te re s t 
m ate ria l to  i t  in  such E n tity  or in  any  property  w ith  respect to w hich Reserve 
Inform ation  w as estim ated  or aud ited ; or
(j) C on tingen t Fee. W ere engaged by such E n tity  to  estim ate  or au d it Re­
serve Inform ation p u rsu a n t to any  agreem ent, a rran g em en t or u n d erstan d in g  
w hereby th e  rem unera tion  or fee paid  by such E n tity  was contingent upon, or 
re la ted  to, th e  re su lts  o r conclusions reached  in  estim ating  or au d itin g  such 
Reserve Inform ation.
The independence of consulting  R eserve E stim ato rs and  consulting  Reserve 
A uditors, and  th e  independence of any firm  of petro leum  consu ltan ts of which 
such indiv iduals a re  stockholders, proprietors, p a rtn e rs  or employees, shall 
no t be considered im paired  m erely because o ther petro leum  engineering  and  
re la ted  services w ere perform ed (i) for such E n tity  or any  officer, director, p rin ­
cipal stockholder or o th e r person affiliated th e rew ith  or (ii) in  regard  to  any  
p roperty  w ith  respect to  which R eserve Inform ation w as estim ated  or audited; 
provided, however, such o th er services m u st have been of a  type norm ally re n ­
dered by th e  petro leum  engineering  profession.
4.4 R e q u ir e m e n t  o f  O b je c tiv ity  f o r  R e s e rv e  A u d i to r s  I n te r n a l ly  E m ­
p lo y e d  b y  E n t i t ie s .  R eserve A uditors who are  in te rn a lly  em ployed by an  E n ­
tity  should be objective w ith  respect to such E n tity  i f  such R eserve A uditors 
au d it R eserve Inform ation  re la tin g  to  such E n tity  w hich p u rpo rts  to have been 
estim ated  or au d ited  in  accordance w ith  these  S tandards.
4.5 S ta n d a r d s  o f  O b je c t iv i ty  f o r  R e s e rv e  A u d i to r s  I n te r n a l ly  E m ­
p lo y e d  b y  E n t i t ie s .  R eserve A uditors in te rn a lly  em ployed by an  E n tity  would 
norm ally  be considered to be in  a  position of objectivity w ith  respect to such E n ­
tity  if, d u ring  th e  tim e period in  w hich R eserve Inform ation  w as aud ited , such 
R eserve A uditors
(a) A ccou n tab ility  to M anagem ent. W ere assigned  to  a  s ta ff  group which was 
(i) accountable to  upper level m anagem ent o f such E n tity  and  (ii) sep a ra te  an d  
independen t from  th e  opera ting  and  investm en t decision-m aking process of 
such E n tity ; and
(b) Freedom  to R eport Irregu larities. W ere g ran ted  com plete and  u n restric ted  
freedom  to report, to  th e  principal executives and  board of directors of such 
entity, any  substan tive  or procedural irreg u la ritie s  of w hich such R eserve A u­
dito rs becam e aw are during  th e ir  au d it of Reserve Inform ation perta in in g  to 
such Entity.
4 .6  R e q u ir e m e n t  o f  C o n f id e n tia l i ty . R eserve E stim ato rs  an d  R eserve A u­
ditors, an d  any  firm  of petro leum  consu ltan ts of w hich such indiv iduals are  
stockholders, proprietors, p a rtn e rs  or em ployees should  re ta in  in  s tr ic te s t con­
fidence R eserve Inform ation an d  o th er d a ta  an d  inform ation fu rn ished  by, 
or p e rta in in g  to, a n  Entity , an d  such R eserve Inform ation, d a ta  a n d  infor­
m ation  should  no t be disclosed to  o thers w ithou t th e  prio r consen t o f such 
Entity.
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Article V — Standards for Estimating Proved Reserves 
and Other Reserve Information
5.1 G e n e ra l  C o n s id e r a t io n s  in  E s t im a t in g  R e s e rv e  I n f o r m a t io n .  Re­
serve Inform ation m ay be estim ated  th rough  th e  use of generally  accepted ge­
ologic and  engineering  m ethods th a t  a re  consisten t w ith  both these  S tan d ard s 
an d  any  s ta tu to ry  an d  regulatory  provisions w hich a re  applicable to  such Re­
serve Inform ation in  accordance w ith  its  in tended  use. In  estim atin g  R eserve 
Inform ation for a  p roperty  or group of properties, R eserve E stim ato rs will de­
te rm ine  the  geologic and  engineering m ethods to be used  in  e stim ating  Reserve 
Inform ation by considering (i) the  sufficiency and  re liab ility  o f th e  d a ta  base;
(ii) the  stage of developm ent; (iii) the  perform ance h istory; (iv) th e ir  experi­
ence w ith  respect to  such property  or group of properties, and  w ith  respect to 
s im ila r properties; and  (v) the  significance of such p roperty  or group of prop­
ertie s  to  th e  aggregate oil and  gas properties and  in te re s ts  being estim ated  or 
evaluated . The repo rt as to Reserve Inform ation should se t fo rth  inform ation 
regard ing  th e  m an n er in  which, and  th e  assum ptions p u rsu a n t to  which, such 
repo rt was prepared . Such disclosure should include, w here appropria te , defini­
tions of th e  significant te rm s used in  such report, th e  geologic and  engineering  
m ethods an d  m easu rem en t base used  in  p reparing  th e  R eserve Inform ation 
and  th e  source of the  d a ta  used  w ith  regard  to ow nership in te rests , oil an d  gas 
production and  o th er perform ance d a ta , costs of operation  an d  developm ent, 
product prices, and  ag reem ents re la tin g  to cu rren t an d  fu tu re  operations and  
sales of production.
5.2 A d e q u a c y  o f  D a ta  B a se  in  E s t im a t in g  R e s e rv e  I n f o r m a t io n .  The
sufficiency and  re liab ility  of th e  d a ta  base is o f p rim ary  im portance in  the  
estim ation  of proved reserves and  o ther R eserve Inform ation. The type an d  ex­
te n t of th e  d a ta  requ ired  will necessarily  vary  in  accordance w ith  the  m ethods 
em ployed to estim ate  proved reserves and  o ther R eserve Inform ation. In  th is  
regard , inform ation m u st be available w ith  respect to each p roperty  or group 
of p roperties as to operating  in te rests , expense in te re s ts  an d  revenue in te re s ts  
an d  fu tu re  changes in  any  of such in te re s ts  th a t, based on cu rren t circum ­
stances, a re  expected to  occur. Additionally, if  fu tu re  n e t revenue from  proved 
reserves, o r the  p resen t value of such fu tu re  n e t revenue, is to  be estim ated , the  
d a ta  base should include, w ith  respect to  each property  or group of properties, 
costs o f operation  and  developm ent, if  available, product prices an d  a  descrip­
tion  of any  ag reem ents re la tin g  to cu rren t an d  fu tu re  operations and  sales of 
production.
5.3 E s t im a t in g  P r o v e d  R e s e rv e s . The acceptable m ethods for estim atin g  
proved reserves include (i) the  volum etric m ethod; (ii) evaluation  of th e  per­
form ance history, w hich evaluation  m ay include an  analysis  an d  projection of 
producing ranges, reservo ir p ressures, o il-w ater ra tios, gas-oil ra tio s  and  gas- 
liquid ra tios; (iii) developm ent of a  m athem atica l model th rough  consideration  
of m a te ria l balance and  com puter sim ulation  techniques; (iv) analogy to  o ther 
reservo irs i f  geographic location, form ation charac teristics or sim ilar factors 
ren d e r such analogy appropriate . In  estim atin g  proved reserves, R eserve E s­
tim ato rs should u tilize the  p a rticu la r m ethods, and  the  num ber of m ethods, 
which in  th e ir  professional ju dgm en t a re  m ost app rop ria te  given (i) th e  geo­
graphic location, form ation characteristics and  n a tu re  of th e  p roperty  o r group 
of p roperties w ith  respect to w hich proved reserves a re  being estim ated ; (ii) the  
am oun t an d  quality  of available da ta ; and  (iii) th e  significance of such property
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or group of p roperties in  re la tion  to  th e  oil and  gas properties w ith  respect to 
w hich proved reserves a re  being estim ated .
5.4 E s t im a t in g  P r o v e d  R e s e rv e s  b y  th e  V o lu m e tr ic  M e th o d . E stim ating  
proved reserves in  accordance w ith  th e  volum etric m ethod involves estim ation  
of oil in  place based  upon review  and  analysis of such docum ents an d  inform a­
tion  as (i) ow nership and  developm ent m aps; (ii) geologic m aps; (iii) electric logs 
an d  form ation tests ; (iv) re lev an t reservo ir and  core da ta ; and  (v) inform ation 
regard ing  th e  com pletion of oil an d  gas wells an d  any  production perform ance 
thereof. An appropria te  estim ated  recovery factor is applied  to  the  re su ltin g  oil 
in  place figure in  o rder to  derive estim ated  proved reserves.
5.5 E s t im a t in g  P r o v e d  R e s e rv e s  b y  A n a ly z in g  P e r fo rm a n c e  D a ta . For
reservoirs w ith  respect to w hich perform ance h as  disclosed reliab le production 
trends, proved reserves m ay be estim ated  by analysis of perform ance h isto ries 
and  projections of such trends. These estim ates m ay be prim arily  p redicated  on 
an  analysis  of th e  ra te s  of decline in  production and  on appropria te  consider­
a tions of o ther perform ance p aram e te rs  such as reservo ir p ressu res, oil-w ater 
ra tios, gas-oil ra tio s and  gas-liquid ratios.
5 .6  E s t im a t in g  P r o v e d  R e s e rv e s  b y  U s in g  M a th e m a tic a l  M o d e ls .
Proved reserves and  fu tu re  production perform ance can  be estim ated  th rough  a 
com bination of detailed  geologic an d  reservoir eng ineering  s tud ies and  m a th e ­
m atical or com puter sim ulation  models. The valid ity  of the  m athem atica l s im u­
la tion  m odels is enhanced  by th e  degree to  w hich th e  calculated  h isto ry  m atches 
th e  perform ance history. W here perform ance h isto ry  is unavailable, special con­
sideration  should be given to de term in ing  th e  sensitiv ity  of th e  calculated  u l­
tim a te  recoveries to th e  d a ta  th a t  is th e  m ost uncerta in . A fter m ak ing  such 
sensitiv ity  determ ination , th e  proved u ltim ate  recovery should be based  on 
th e  selection of th e  m ost likely d a ta  encom passed w ith in  the  ranges of th e ir  
uncertain ty .
5.7 E s t im a t in g  P r o v e d  R e s e rv e s  b y  A n a lo g y  to  C o m p a ra b le  R e s e r ­
v o ir s .  I f  perform ance tren d s  have no t been estab lished  w ith  respect to  oil and  
gas production, fu tu re  production ra te s  and  proved reserves m ay be estim ated  
by analogy to  reservo irs in  th e  sam e geographic a rea  h av ing  sim ilar ch arac ter­
istics and  estab lished  perform ance trends. W here appropria te , proved reserves 
m ay be estim ated  using  m ultip les o f c u rre n t ra te s  of production.
5 .8 E s t im a te d  F u tu r e  R a te s  o f  P r o d u c t io n .  F u tu re  ra te s  o f oil an d  gas
production m ay be estim ated  by ex trapo la ting  production tren d s  w here such 
have been estab lished . I f  production tren d s  have no t been estab lished , fu tu re  
ra te s  o f production m ay be estim ated  by analogy to th e  respective ra te s  of 
production of reservo irs in  th e  sam e geographic a rea  hav ing  sim ilar geologic 
fea tu res, reservo ir rock an d  fluid characteristics. I f  th e re  is no t available e i­
th e r  (i) production tren d s  from th e  p roperty  or group o f p roperties w ith  respect 
to  w hich proved reserves a re  being estim ated  or (ii) ra te s  of production from 
sim ilar reservoirs, th e  estim ation  of fu tu re  ra te s  o f production m ay be p red i­
cated  on an  assum ed  fu tu re  decline ra te  th a t  tak es in to  proper consideration  
th e  cum ulative oil an d  gas production th a t  is estim ated  to occur p rio r to  the  
predicted  decline in  such production in  re la tion  to  th e  estim ated  u ltim ate  pro­
duction. R eservoir sim ulation  is also a n  accepted m ethod of estim ating  fu tu re  
ra te s  of production. Irrespective of the  m ethod used , however, p roper consid­
e ra tion  should be given to  (i) th e  producing capacities o f the  wells; (ii) th e  
num ber of wells to  be drilled  in  th e  fu tu re , toge ther w ith  th e  proposed tim es 
w hen  such a re  to be drilled  an d  th e  s tru c tu ra l positions of such wells; (iii) the
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energy in h e ren t in , or in troduced to, th e  reservoir; (iv) th e  estim ated  u ltim ate  
recovery; (v) fu tu re  rem edial w ork to  be perform ed; (vi) th e  scheduling of fu tu re  
well abandonm ents; (vii) norm al dow ntim e w hich m ay be antic ipated ; and  (viii) 
artific ia l restric tion  of fu tu re  producing ra te s  th a t  is a ttr ib u ta b le  to s ta tu to ry  
and  regu lato ry  provisions, pu rchase r p ro ration  and  o ther factors.
5.9 E s t im a t in g  R e s e rv e  I n f o r m a t io n  O th e r  T h a n  P r o v e d  R e s e rv e s  a n d  
F u tu r e  R a te s  o f  P r o d u c t io n .  A R eserve E stim ato r often estim ates  Reserve 
Inform ation o th er th a n  proved reserves an d  fu tu re  ra te s  o f production in  or­
der to  m ake h is  or h e r  rep o rt m ore useful. Proved reserves n e t to  th e  in te r­
ests  appra ised  a re  estim ated  using  th e  E n tity 's  n e t in te re s t in  th e  property  
or group of properties, or in  th e  production therefrom , w ith  respect to which 
proved reserves w ere estim ated . The n a tu re  of th e  n e t in te re s t of th e  E n tity  
m ay be estab lished  or affected by any  num ber of a rran g em en ts  w hich th e  Re­
serve E stim ato r m u st tak e  in to  account. E stim ated  fu tu re  revenues a re  calcu­
la ted  from th e  estim ated  fu tu re  ra te s  of production by applying th e  appropri­
a te  sales prices furn ished  by th e  E n tity  o r by u sing  such o th er d a ta  as m ay 
be requ ired  by s ta tu to ry  and  regu lato ry  provisions th a t  a re  applicable to  such 
repo rt in  accordance w ith  its  in tended  use. W here appropria te , the  Reserve 
E stim ato r deducts from such fu tu re  revenues item s such as (i) any  existing  
production or severance taxes, (ii) taxes levied ag a in st property  or production,
(iii) es tim ates  of fu tu re  opera ting  costs an d  (iv) estim ates  of any  fu tu re  de­
velopm ent, equ ipm ent o r o th e r significant cap ita l expend itu res requ ired  for 
th e  production of the  proved reserves. Such deductions norm ally include v ar­
ious overhead an d  m anagem ent charges. For some purposes, it  is desirable to 
su b trac t income taxes an d  o th er governm ental levies in  estim ating  fu tu re  ne t 
revenues.
In  estim atin g  fu tu re  n e t revenues, th e  R eserve E stim ato r should consider, 
w here appropria te , any  likely changes (i) from h istorical operating  costs, (ii) 
from  cu rren t estim ates of fu tu re  cap ita l expend itu res an d  (iii) in  o ther factors 
w hich m ay affect estim ated  lim its of economic production.
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Article V I— Standards for Auditing Proved Reserves 
and Other Reserve Information
6.1 T h e  C o n c e p t o f  A u d i t in g  P r o v e d  R e s e rv e s  a n d  O th e r  R e s e rv e  I n ­
f o rm a tio n .  An au d it is an  exam ination  of Reserve Inform ation th a t  is con­
ducted  for th e  purpose of expressing  a n  opinion as  to  w hether such Reserve 
Inform ation, in  th e  aggregate, is reasonable an d  h as  been estim ated  an d  p re ­
sen ted  in  conform ity w ith  generally  accepted petro leum  engineering  an d  eval­
ua tion  principles.
As discussed in  Section 1.3, the  estim ation  of proved reserves an d  o th er Re­
serve Inform ation is an  im precise science due to th e  m any unknow n geologic 
a n d  reservoir factors th a t  can  only be e s tim ated  th rough  sam pling  techniques. 
Since proved reserves a re  therefore only estim ates, such cannot be aud ited  for 
th e  purpose of verifying exactness. In stead , R eserve Inform ation is aud ited  for 
th e  purpose of review ing in  sufficient deta il th e  policies, procedures an d  m eth ­
ods used  by a n  E n tity  in  e stim ating  its  R eserve Inform ation so th a t  th e  Reserve 
A uditors m ay express an  opinion as to  w hether, in  th e  aggregate, th e  Reserve 
Inform ation fu rn ished  by such E n tity  is reasonable an d  has been estim ated  
an d  p resen ted  in  conform ity w ith  generally  accepted petro leum  engineering  
and  evaluation  principles.
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The m ethods and  procedures used  by an  Entity , and  th e  R eserve Inform ation it 
fu rn ishes, m u st be review ed in  sufficient deta il to  perm it th e  R eserve Auditor, in  
h is  or h e r  professional judgm en t, to  express an  opinion as to  th e  reasonableness 
of such E n tity 's  Reserve Inform ation. In  some cases th e  au d itin g  procedure m ay 
requ ire  independen t estim ates of R eserve Inform ation for pa rticu la r properties. 
The desirab ility  of such reestim ation  will be determ ined  by th e  R eserve A uditor 
exercising h is or h e r  professional ju dgm en t in  a rriv ing  a t an  opinion as  to the  
reasonableness o f the  E n tity 's  R eserve Inform ation.
6.2 L im ita t io n s  o n  R e s p o n s ib i l i ty  o f  R e s e rv e  A u d ito r s .  Since th e  p ri­
m ary  responsibility  for estim ating  and  p resen ting  R eserve Inform ation per­
ta in in g  to  a n  E n tity  is w ith  the  m anagem ent o f such Entity , th e  responsibility  
of R eserve A uditors is necessarily  lim ited  to  any  opinion they  express w ith  re ­
spect to such R eserve Inform ation. In  discharging such responsibility, Reserve 
A uditors m ay accept, generally  w ithout independent verification, inform ation 
and  d a ta  fu rn ished  by th e  E n tity  w ith  respect to ow nership  in te rests , oil and  
gas production, h isto rical costs o f operation  and  developm ent, product prices, 
ag reem ents re la tin g  to cu rren t and  fu tu re  operations and  sales of production, 
an d  o ther specified m atte rs . I f  du ring  th e  course of the  aud it, however, questions 
arise  as  to  th e  accuracy or sufficiency of any  inform ation or d a ta  fu rn ished  by the  
Entity , th e  R eserve A uditor should no t rely  on such inform ation or d a ta  unless 
such questions a re  resolved or the  inform ation or d a ta  is independently  verified. 
I f  R eserve Inform ation  is used  for financial accounting purposes, ce rta in  basic 
d a ta  w ould ord inarily  be te sted  by an  E n tity 's  independen t public accountan ts 
in  connection w ith  th e ir  exam ination  of the  E n tity ’s financial sta tem en ts. Such 
basic d a ta  would include inform ation such as th e  property  in te re s ts  owned by 
th e  E ntity , h isto rical production d a ta  and  th e  prices, costs an d  discount fac­
to rs  used  in  va luations of proved reserves. R eserve A uditors should, however, 
review  estim ates of m ajor expenditures for developm ent and  equipm ent and  
any  m ajor differences betw een h isto rical operating  costs an d  estim ated  fu tu re  
operating  costs.
6.3 U n d e r s ta n d in g  A m o n g  a n  E n ti ty , I t s  I n d e p e n d e n t  P u b l ic  A c c o u n ­
t a n t s  a n d  th e  R e s e rv e  A u d ito rs .  An u n d ers tan d in g  should  ex ist am ong an  
Entity , its  independen t public accoun tan ts an d  th e  R eserve A uditors w ith  re ­
spect to  th e  n a tu re  of th e  work to  be perform ed by th e  Reserve A uditors. I r ­
respective of w hether th e  R eserve A uditors a re  consu ltan ts or in te rn a lly  em ­
ployed by th e  E ntity , the  u n d erstan d in g  betw een th e  E n tity  an d  th e  Reserve 
A uditors should include a t  least th e  following:
(a) A v a ila b ility  o f  R eserve Inform ation . The E n tity  will provide th e  R eserve 
A uditors w ith  (i) all Reserve Inform ation p repared  by such Entity , (ii) access 
to  all basic d a ta  an d  docum entation  p erta in in g  to  the  oil an d  gas properties 
of such E ntity , an d  (iii) access to a ll personnel of such E n tity  who m igh t have 
in form ation re lev an t to  th e  au d it of such R eserve Inform ation.
(b) Perform ance o f  A u d it. The R eserve A uditors will (i) study  and  evaluate  the  
m ethods an d  procedures used  by th e  E n tity  in  estim atin g  an d  docum enting its  
R eserve Inform ation; (ii) review  th e  reserve definitions an d  classifications used 
by such E n tity ; (iii) te s t  and  eva lua te  th e  R eserve Inform ation  of such E n tity  
to  th e  ex ten t considered necessary  by th e  R eserve A uditors; and  (iv) express 
an  opinion a s  to  the  reasonableness, in  th e  aggregate, of such E n tity 's  R eserve 
Inform ation.
(c) A v a ila b ility  o f  A u d it R eport to In dependen t P u b lic  A ccountants. The Re­
serve A uditors will (i) perm it th e ir  au d it repo rt to  be provided to th e  indepen­
d en t public accountan ts of th e  E n tity  for use in  th e ir  exam ination  of its  financial
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sta tem en ts  and  (ii) be available to discuss th e ir  au d it rep o rt w ith  such inde­
penden t public accounts.
(d) C oord ination  B etw een R eserve A u d ito rs  a n d  In depen den t P u b lic  A ccoun­
tan ts. The Reserve A uditors an d  th e  E n tity ’s independen t public accountan ts 
w ill coordinate th e ir  efforts an d  agree on th e  records and  d a ta  of th e  E n tity  to  
be review ed by each.
In  th e  case of an  a u d it to be conducted by consulting  R eserve A uditors, i t  is 
preferable th a t  such u n d erstan d in g  be docum ented, such as th rough  a n  en ­
gagem ent le tte r  betw een th e  E n tity  an d  th e  consulting  R eserve Auditors.
6.4 P r o c e d u r e s  f o r  A u d i t in g  R e s e rv e  I n f o r m a t io n .  Irrespective of 
w h e th er the  R eserve Inform ation p erta in in g  to  an  E n tity  is being aud ited  by 
consulting  R eserve A uditors or R eserve A uditors in te rn a lly  em ployed by such 
Entity , th e  au d it should be conducted in  accordance w ith  th e  following proce­
dures:
(a) P roper P lan n in g  a n d  S upervis ion . The au d it should be adequate ly  p lanned  
and  a ss is tan ts , if  any, should be properly supervised.
(b) E a r ly  A pp o in tm en t o f  R eserve A uditors. W here appropria te , early  appoin t­
m en t of R eserve A uditors is advantageous to both  th e  E n tity  and  th e  Reserve 
A uditors. E arly  appo in tm en t enables th e  R eserve A uditors to p lan  th e ir  work 
so th a t  i t  m ay be done expeditiously and  to  determ ine th e  ex ten t to w hich such 
can be com pleted prior to th e  balance shee t date. P re lim inary  w ork by th e  Re­
serve A uditors benefits th e  E n tity  by facilita ting  th e  efficient and  expeditious 
com pletion of the  au d it o f such E n tity 's  R eserve Inform ation.
(c) D isclosure o f  the P o ssib ility  o f  a  Q ualified  A u d it O pinion. Before accepting 
an  engagem ent, Reserve A uditors should asce rta in  w hether c ircum stances are  
likely to  p erm it an  unqualified  opinion w ith  respect to an  E n tity 's  Reserve 
Inform ation and , if  such will not, they  should d iscuss w ith  such E n tity  (i) the  
possible necessity  o f th e ir  rendering  a  qualified opinion an d  (ii) th e  possible 
rem edies to  th e  c ircum stances giving rise  to  th e  po ten tia l qualification of such 
opinion.
(d) In terim  A u d it Procedures. M any au d it te s ts  can be conducted a t  a lm ost any  
tim e du ring  th e  year. In  th e  course of in te rim  work, th e  Reserve A uditors m ake 
te s ts  of th e  E n tity 's  m ethods, procedures and  controls to  determ ine th e  ex ten t 
to  w hich such a re  reliable. I t  is acceptable practice for th e  R eserve A uditors to 
com plete su b stan tia l p a rts  o f a n  a u d it exam ination  a t  in te rim  dates.
W hen a  significant p a r t  of a n  au d it is com pleted d u ring  th e  y ea r and  the  
E n tity 's  m ethods, procedures an d  controls a re  found to  be effective, th e  year- 
end au d it procedure m ay prim arily  consist of an  evaluation  of th e  im pact of new 
d a ta . The R eserve A uditors m u st nevertheless be satisfied  th a t  th e  procedures 
and  controls a re  still effective a t  th e  year-end and  th a t  new  discoveries, recen t 
oil an d  gas production and  o th er recen t inform ation an d  d a ta  have been tak en  
in to  account. Reserve A uditors would no t be requ ired  to  re te s t th e  d a ta  base 
p e rta in in g  to an  E n tity ’s p roperties and  in te re s ts  un less th e ir  inquiries and  
observations indicate th a t  conditions have changed significantly.
(e) G eneral M a tters  to Be R eview ed  W ith R espect to R eserve Inform ation . A n a u ­
d it of th e  Reserve Inform ation p e rta in in g  to an  E n tity  should include a  review  
of (i) the  policies, procedures, docum entation  and  guidelines of such E n tity  w ith  
respect to th e  estim ation , review  an d  approval of its  Reserve Inform ation; (ii) 
th e  qualifications of R eserve E stim ato rs in te rn a lly  em ployed by such E ntity ;
(iii) ra tios of such E n tity ’s proved reserves to an n u a l production for, respectively,
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oil, gas an d  n a tu ra l gas liquids; (iv) h isto rical reserve and  revision tre n d s  w ith  
respect to th e  oil and  gas properties and  in te re s ts  o f such E n tity ; (v) the  ran k in g  
by size of p roperties or groups of properties w ith  respect to estim ates of proved 
reserves or th e  fu tu re  n e t revenue from such proved reserves; (vi) th e  percen t­
ages of proved reserves estim ated  by each of th e  various m ethods se t fo rth  in  
Section 5.3 for e stim ating  proved reserves; and  (vii) the  significant changes oc­
cu rring  in  such E n tity 's  proved reserves, o ther th a n  from production, du ring  
th e  y ea r w ith  respect to w hich th e  au d it is being prepared.
(f) E va lu a tion  o f  In tern a l Policies, P rocedures a n d  D ocum entation . Reserve A u­
d ito rs should review  and  eva lua te  th e  in te rn a l policies, procedures and  docu­
m en ta tion  of an  E n tity  to  estab lish  a  basis for reliance thereon  in  determ in ing  
th e  n a tu re , ex ten t and  tim ing  of the  au d it te s ts  to  be applied in  th e  exam ination  
of such E n tity 's  R eserve Inform ation and  o ther d a ta  and  m atte rs . The in te rn a l 
policies, procedures and  docum entation  to  be review ed w ith  respect to an  E n tity  
should include (i) reserve definitions and  classifications used  by such E n tity ; 
(ii) such E n tity ’s policies perta in in g  to, and  m anagem ent involvem ent in, the  
review  and  approval of R eserve Inform ation and  changes there in ; (iii) th e  fre­
quency w ith  which such E n tity  review s ex isting  R eserve Inform ation; (iv) the  
form, content and  docum entation  of the  R eserve Inform ation of such Entity , to­
g e th er w ith  such E n tity 's  in te rn a l d istribu tion  thereof; and  (v) the  flow of d a ta  
to  and  from such E n tity 's  reserve inventory  system .
(g) T esting fo r  Com pliance. R eserve A uditors should conduct te s ts  and  spot 
checks to  confirm  th a t  (i) th e re  is adherence on th e  p a r t of an  E n tity ’s in te r­
n a l R eserve E stim ato rs an d  o th er em ployees to th e  policies and  procedures 
estab lished  by such E n tity ; and  (ii) th e  d a ta  flowing in to  th e  reserve inventory  
system  of such E n tity  is com plete an d  consisten t w ith  o th er available records.
(h) S u b sta n tiv e  Testing. In  conducting substan tive  te sts , R eserve A uditors 
should give priority  to each property  o r group of properties of an  E n tity  hav ing
(i) a  large reserve value in  re la tion  to  th e  aggregate p roperties of such E ntity ; 
(ii) a  relatively  large  reserve value and  m ajor changes du ring  th e  a u d it year 
in  th e  R eserve Inform ation p erta in in g  to such property  or group of properties; 
and  (iii) a  relatively  la rge  reserve value and  a  h igh  degree of u n certa in ty  in  
th e  R eserve Inform ation p e rta in in g  thereto . The am ount of substan tive  te stin g  
perform ed w ith  respect to p a rticu la r R eserve Inform ation of an  E n tity  should 
depend on th e  assessm en t of (i) th e  general degree of u n certa in ty  w ith  respect 
to  such R eserve Inform ation, (ii) th e  evaluation  of th e  in te rn a l policies, proce­
dures an d  docum entation  of such E n tity  and  (iii) th e  re su lts  of th e  compliance 
te s tin g  w ith  respect to  such Entity. Such substan tive  te stin g  could therefore 
appropria te ly  range  from a  lim ited  num ber of te s ts  to  the  com plete estim ation  
of R eserve Inform ation w ith  respect to  a  m ajority  of an  E n tity 's  reserves.
6.5 R e c o rd s  a n d  D o c u m e n ta t io n  W ith  R e s p e c t  to  A u d it .  Reserve A udi­
to rs  should docum ent, an d  m a in ta in  records w ith  respect to, each au d it of the  
R eserve Inform ation of an  Entity. Such docum entation  an d  records should  in ­
clude, am ong o ther th ings, a  description of (i) th e  R eserve Inform ation audited: 
(ii) the  review  and  evaluation  of such E n tity ’s policies, procedures and  docu­
m entation ; (iii) th e  com pliance te s tin g  perform ed w ith  respect to such E n tity ; 
an d  (iv) th e  substan tive  te s ts  perform ed in  the  course of such aud it.
6.6 F o rm s  o f  U n q u a lif ie d  A u d it  O p in io n s . A cceptable form s of unqualified  
au d it opinions for consulting  Reserve A uditors and  Reserve A uditors in te rna lly  
em ployed by E n titie s  a re  a ttached  to these  S tan d ard s as, respectively, E xhibits 
"A" and  "B."
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Independen t Public A ccountants o f E n tity  
[Address]
G entlem en:
A t your request, we have exam ined th e  estim ates  a s  o f [dates] se t fo rth  in  
th e  accom panying tab le  w ith  respect to  (i) th e  proved reserves o f Entity , (ii) 
changes in  such proved reserves du ring  th e  period indicated , (iii) th e  fu tu re  n e t 
revenue from such proved reserves, and  (iv) the  p resen t value of such fu tu re  n e t 
revenue. O ur exam ination  included such te s ts  and  procedures a s we considered 
necessary  u n d e r th e  circum stances to ren d e r the  opinion se t forth  herein .
[A deta iled  description of th e  au d it should be se t forth.]
We a re  independen t w ith  respect to  E n tity  a s  provided in  th e  S tan d a rd s  P er­
ta in in g  to  th e  E stim atin g  an d  A uditing  o f Oil and  G as R eserve Inform ation 
prom ulgated  by th e  Society of Petro leum  Engineers.
I t  should be understood th a t  our above-described au d it does no t constitu te  a  
com plete reserve study  of th e  oil and  gas p roperties of Entity. In  th e  conduct 
o f ou r report, we have no t independently  verified th e  accuracy and  com plete­
ness of inform ation and  d a ta  furn ished  by E n tity  w ith  respect to ow nership 
in te rests , oil and  gas production, h istorical costs of operation  a n d  developm ent, 
product prices, ag reem ents re la tin g  to  cu rren t an d  fu tu re  operations a n d  sales 
o f production, an d  [specify o th er inform ation, d a ta  an d  m a tte rs  upon which 
reliance w as placed]. We have, however, specifically identified to  you th e  infor­
m ation  a n d  d a ta  upon w hich we so relied  so th a t  you m ay subject such to  those 
procedures th a t  you consider necessary. F u rtherm ore , if, in  th e  course o f ou r 
exam ination , som ething cam e to  o ur a tten tio n  w hich b rough t in to  question  the  
valid ity  or sufficiency of any  of such inform ation or d a ta , we did no t re ly  on such 
in form ation or d a ta  u n til we h ad  satisfactorily  resolved our questions re la tin g  
th e re to  or independently  verified such inform ation o r d a ta .
P lease be advised  th a t, based  upon th e  foregoing, in  our opinion th e  above- 
described e s tim ates  of E n tity ’s proved reserves an d  o th er R eserve Inform ation  
are , in  th e  aggregate, reasonable an d  have been p repared  in  accordance w ith  
generally  accepted petro leum  engineering  an d  evaluation  principles as  se t fo rth  
in  th e  S tan d a rd s  P erta in in g  to  th e  E stim atin g  an d  A uditing  of Oil an d  G as 
R eserve Inform ation prom ulgated  by th e  Society o f Petro leum  E ngineers.
[Insert, w here appropria te  an d  to  th e  ex ten t w arran ted  by th e  Reserve A u­
d ito r’s exam ination , w hether th e  Reserve Inform ation  is in  conform ity w ith  
specified governm ental regulations.]
[O ptional: This le tte r  is solely for th e  inform ation of E n tity  and  for th e  in ­
form ation and  assistance of its  independent public accountan ts in  connection
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form ation , th e  R eserve  A u d itor  sh ou ld  s e t  forth  in  h is  or h er  op in ion  th e  n a tu re  an d  e x te n t  o f  th e  
q u a lifica tion s to  su ch  op in ion  an d  th e  rea so n s  therefor.
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w ith  th e ir  review  of, an d  repo rt upon, th e  financial s ta tem en ts  o f Entity. This 
le tte r  should no t be used, circulated  or quoted for any  o th er purpose w ithout 
th e  express w ritten  consent of th e  undersigned  or except as  requ ired  by law.]
Very tru ly  yours,
RESERVE AUDITOR
B y ________
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Independen t Public A ccountants o f E n tity  
[Address]
G entlem en:
I have exam ined th e  e stim ates  as  of [dates] se t fo rth  in  th e  accom panying ta ­
ble w ith  respect to  (i) th e  proved reserves of Entity , (ii) changes in  such  proved 
reserves d u rin g  th e  period indicated , (iii) th e  fu tu re  n e t revenue from such 
proved reserves, and  (iv) th e  p resen t value of such fu tu re  n e t revenue. My ex­
am ination  included such te s ts  and  procedures as I considered necessary  un d er 
th e  circum stances to ren d er th e  opinion se t forth  herein .
[A detailed  description of th e  au d it te s ts  and  procedures m ay be se t forth.]
I m eet th e  requ irem en ts o f objectivity for R eserve A uditors in te rn a lly  em ­
ployed by E n titie s  as  se t forth  in  the  S tan d ard s P erta in ing  to the  E stim ating  
an d  A uditing  of Oil an d  G as Reserve Inform ation prom ulgated  by th e  Society 
of Petro leum  Engineers.
I t  should be understood  th a t  m y above-described a u d it does no t constitu te  a 
com plete reserve s tudy  of the  oil and  gas properties o f Entity. In  th e  conduct 
o f my report, I have no t independently  verified the  accuracy and  com pleteness 
of inform ation an d  d a ta  fu rn ished  by o th er em ployees of E n tity  w ith  respect 
to  ow nership in te rests , oil an d  gas production, h isto rical costs o f operation  an d  
developm ent, developm ent, product prices, ag reem ents re la tin g  to  cu rren t and  
fu tu re  operations and  sales of production, an d  [specify o th er inform ation, d a ta  
and  m a tte rs  upon which reliance w as placed]. I have, however, specifically iden­
tified to  you th e  inform ation an d  d a ta  upon w hich I  so relied  so th a t  you m ay 
subject such to  those procedures th a t  you consider necessary. F u rtherm ore , if, in  
th e  course of m y exam ination , som eth ing  cam e to  m y a tten tio n  w hich b rought 
in to  question  th e  valid ity  or sufficiency of any  of such inform ation or d a ta , I 
did no t re ly  on such inform ation or d a ta  u n til I h ad  satisfactorily  resolved m y 
questions re la tin g  th e re to  or independently  verified such inform ation o r da ta .
P lease be advised th a t, based upon th e  foregoing, in  m y opinion th e  above- 
described estim ates  o f E n tity ’s proved reserves an d  o th e r Reserve Inform ation 
a re , in  th e  aggregate, reasonable an d  have been p repared  in  accordance w ith  
generally  accepted petro leum  engineering  an d  evaluation  principles a s  se t forth  
in  th e  S tan d a rd s  P erta in in g  to  th e  E stim a tin g  an d  A uditing  o f Oil an d  G as 
R eserve Inform ation prom ulgated  by th e  Society of Petro leum  E ngineers.
[In sert, w here appropria te  an d  to  th e  ex ten t w arran ted  by th e  R eserve A u­
d ito r’s exam ination , w h e th er th e  R eserve Inform ation  is  in  conform ity w ith  
specified governm ental regulations.]
Very tru ly  yours 
RESERVE AUDITOR 
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Appendix C
Information Sources
F u rth e r  inform ation on m a tte rs  addressed  in  th is  Guide is available th rough  
various publications and  services listed  in  the  tab le  th a t  follows. M any non­
governm ent and  some governm ent publications an d  services involve a  charge 
or m em bership  requirem ent.
Fax services allow users to follow voice cues and  req u est th a t  selected docu­
m ents be sen t by fax m achine. Some fax services requ ire  th e  u se r to call from the  
h an d se t of th e  fax m achine, o thers allow th e  u se r to  call from any phone. M ost 
fax services offer an  index docum ent, w hich lis ts  title s  and  o th er inform ation 
describing available docum ents.
E lectronic bu lle tin  board  services allow u se rs  to read , copy, an d  exchange 
inform ation electronically. M ost are  available u sing  a  m odem  and  s tan d a rd  
com m unications software. Some bulle tin  board services a re  also available using  
one or m ore In te rn e t protocols.
Recorded announcem ents allow u se rs  to lis ten  to announcem ents about a  
varie ty  of recen t or scheduled actions or m eetings.
All telephone num bers lis ted  a re  voice lines, un less otherw ise designated  as 
fax (0  o r d a ta  (d) lines. R equired m odem  speeds, expressed in  bauds per second 
(bps), a re  listed  for d a ta  lines.
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Appendix D
Schedule of Changes Made to Entities W ith  
Oil and G a s  Producing Activities
A s of M ay 2005
B eginning M ay 2001, a ll schedules of changes reflect only c u rren t y ear activity  
to im prove clarity.
Reference Change
Preface U pdated  to reflect th e  applicability  and  req u ire ­
m en ts of th e  Sarbanes-O xley Act, re la ted  SEC 
regulations, and  S tan d ard s of the  PCAOB; For­
m er footnote 1 deleted.
P a rag rap h  1.33 
H eading  (footnote *)
Added to reflect the  issuance of E IT F Issue 
No. 04-5.
P arag rap h s 1 .4 2 , 1.48 
(footnote †), and  1.52
Revised to  clarify guidance.
P a rag rap h  1.55 Footnote * deleted; Footnote 4 added; Subsequent 
footnotes renum bered; R enum bered footnote 5 
revised; Footnote ‡ added.
P a rag rap h  1.58 
(footnote 8)
A dded to  reflect th e  issuance of FASB S ta tem en t 
No. 153.
P arag rap h  1.61 and  
footnote ||
Revised to reflect th e  issuance of E IT F  Issue 
No. 03-13.
P a rag rap h  1.62 and  
footnote #
Revised to reflect th e  issuance of FASB S ta te ­
m en t No. 153.
P a rag rap h  1.64 R enum bered footnote 9 rev ised  to  reflect th e  is ­
suance of FASB S ta tem en t No. 153; Footnote * 
deleted.
P arag rap h  1.67 
(footnote ‡)
Added.
P a rag rap h  1.70 and  
footnote **
Revised to reflect th e  issuance of F S P  FAS 142-2.
Form er parag rap h s 
1.75 (and footnote *), 
1 .7 6 , 1 .7 7 , 1 .7 8 , 1.79, 
1.80, and  1.81
Deleted.
P a rag rap h  2.18 
(footnote *)
Added.
P a rag rap h  2.64 
(footnote †)
A dded to  reflect th e  issuance of F S P  FAS 19-1.
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Reference Change
P arag raphs 2.110 
(footnotes ‡ and  | | ) and  
2.114 (footnote #)
Added.
P arag rap h  2.117 Revised to reflect th e  issuance of SAB No. 106 
and  divided in to  p a rag rap h s 2.117 and  2.118; 
Footnote * deleted; Subsequent parag rap h s 
renum bered.
R enum bered p arag rap h  
2.119
Revised to  clarify guidance.
P arag rap h s 2.120 and  
2.121
A dded to reflect the  issuance of SAB No. 106; 
S ubsequent p arag raphs fu rth e r renum bered.
R enum bered p arag rap h  
2.125
Footnote # added to  reflect th e  issuance of FASB 
In te rp re ta tio n  No. 47; Footnote ** revised to  re ­
flect th e  issuance of FASB S ta tem en t No. 154.
R enum bered p a rag rap h  
2.127 (footnote *)
Added.
Form er p a rag rap h  
2.133
D eleted to clarify guidance; Subsequen t p a ra ­
g raphs fu rth e r  renum bered.
R enum bered p a rag rap h  
2.146 (footnote *)
Deleted.
R enum bered p arag rap h  
2.147 an d  footnote f t
Revised to  reflect the  issuance of FASB S ta te ­
m en t No. 153.
R enum bered p a rag rap h  
2.148
Revised to clarify guidance; Footnote * added.
R enum bered p arag rap h  
2.152
Revised to  clarify guidance.
Form er p a rag rap h s 
2.150, 2.151, 2.152 (and 
footnote *), 2.153, 2.154 
(and form er footnote 6), 
2.155, 2.156, 2.157, and  
2.158
Deleted.
P a rag rap h  3.17 an d  
H eading
Added to  reflect th e  issuance of th e  Jobs C reation  
Act of 2004.
C h ap te r 4 T itle 
(footnote *)
Revised.
P a rag rap h  4.02 Revised to clarify guidance.
P a rag rap h s 4.03 and  
4.04
Added to  clarify guidance; S ubsequent p a ra ­
g raphs renum bered.
P arag rap h s 4.17 (and 
H eading  and  footnote †) 
an d  4.18
Added to clarify guidance.
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Reference C hange
C h ap te r 5 (title) 
(footnote *)
Revised to clarify guidance.
P a rag rap h s 5.01, 5.02, 
and  5.03
Revised to clarify guidance.
P arag rap h s 5.04 (and 
footnote †) and  5.05
Added to  clarify guidance; S ubsequent p a ra ­
graphs renum bered.
P arag rap h  5.05 
(H eading)
Moved from p arag rap h  5.04; Footnote ** deleted.
R enum bered parag rap h  
5.06
Revised to clarify guidance.
Form er p a rag rap h  5.05 Deleted; Subsequen t p a rag rap h s  fu rth e r ren u m ­
bered.
P a rag rap h s 5.07 (and 
H eading), 5.08, 5.09, 
and  5.10
Added to reflect th e  issuance of PCAOB A uditing  
S tan d a rd  No. 3; Subsequen t parag rap h s fu rth e r 
renum bered.
R enum bered p arag rap h  
5.11
Revised to clarify guidance.
R enum bered parag rap h  
5.14
Revised to  clarify guidance; Footnote † added.
R enum bered p a rag rap h  
5.20
Revised to clarify guidance.
R enum bered p a rag rap h  
5.27 H eading 
(footnote *)
Deleted.
R enum bered 
p arag rap h s 5.35, 5.37, 
5.44, 5.51, and  5.53
Revised to clarify guidance.
R enum bered p arag rap h  
5.60 (footnote ‡)
Revised to  reflect the  issuance of FASB S ta te ­
m en t No. 154.
R enum bered p a rag rap h  
5.66 (footnote 3)
Revised to clarify guidance.
R enum bered p arag rap h  
5.68 (footnote ID
Added to reflect th e  issuance of F S P  FAS 19-1.
R enum bered parag rap h  
5.99
Revised to clarify guidance.
R enum bered parag rap h  
5.100 (footnote **)
Added.
R enum bered 
p arag rap h s 5.103, 
5.108, 5.115, and  5.126
Revised to  clarify guidance.
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Reference C hange
Appendix A Footnotes * an d  ** deleted; In dependen t A uditor's  
R eport: Revised to clarify guidance; Footnote 1 re ­
vised; Footnotes 2 an d  3 added; S ubsequent foot­
notes renum bered ; New section (and footnotes *) 
added to clarify guidance; E xh ib it A -1: Footnote 
1 added to  reflect th e  issuance of F S P  FAS 19-1; 
E xh ib it A-2: Revised to  clarify guidance; E xh ib it 
A -4, N ote 2: Revised to  clarify guidance.
Appendix C U pdated .
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Glossary
A F E . A uthorization  for expenditure.
b a r r e l .  A s ta n d a rd  m easu rem en t in  th e  oil industry. One barre l equals 42 
U.S. gallons. On th e  average, 7.33 b a rre ls  of crude oil w eigh one m etric  ton;
7.5 ba rre ls  w eigh one long ton; an d  6.65 barre ls  w eigh one sh o rt ton.
b o t to m  h o le  c o n t r ib u t io n .  A defined cash  contribu tion  by a  n on in te rest 
ow ner to th e  w orking in te re s t ow ners upon th e  drilling  of a  well, regard less 
o f the  outcome, to a  specific geological form ation or to a  specified depth .
c a r r i e d  in te r e s t .  An a rran g em en t in  w hich one p a rty  agrees to  develop and  
operate  a  p roperty  a t  its  cost b u t w ith  th e  rig h t to recap tu re  its  costs or a 
defined g rea te r am oun t from  th e  proceeds of production.
c a s in g . Heavy steel pipe th a t  lines the  hole of a  well. Initially, casing is used 
n e a r  the  surface an d  is cem ented in to  place to guide th e  drill pipe. Later, if  
oil o r gas is found, production casing is se t n e a r th e  bottom  of th e  hole. S u r­
face casings protect any fresh  w ate r supplies from contam ination  during  
drilling  operations. Lower casings keep loose e a rth , rock, sa lt w ater, and  
o th er m ate ria l ou t of th e  well, protect th e  producing reservoir, and  serve 
as conduits for the  tub ing  th a t  brings oil and  gas to the  surface.
c a s in g  p o in t .  The po int a t  w hich the  operator decides w hether or not it  will 
be profitable enough to se t production casing an d  com plete the  well.
c o m p le tio n . The process of a ttem p tin g  to  b ring  an  oil o r gas well in to  produc­
tion. The process begins only a fte r the  well h as  reached  th e  dep th  w here 
oil or gas is though t to ex ist and  generally  involves cleaning ou t th e  m a­
te ria l th e  drill b it has  ground up. C asing is ru n  to pro tect th e  producing 
form ation. Com pletion also m ay include perforating  th e  casing so th e  oil or 
gas can flow in to  th e  well. Som etim es th e  flow ra te  can be im proved by an  
acid tre a tm e n t or by frac tu ring  th e  oil form ation to open channels for the  
oil to  flow in to  th e  well.
c o n d e n s a te .  A m ix tu re  of liquid hydrocarbons a t  a tm ospheric  (surface) con­
ditions th a t  occur as  a  vapor in  underground  gas reservoirs. The liquids 
(condensate) a re  sep ara ted  from th e  gas in  field sep ara to rs  o r gas process­
ing  p lan ts. These liquids generally  include propane, bu tane, an d  heavier 
hydrocarbons used  in  m ak ing  gasoline.
c o n d i t io n  v a lu e . The application of a  percentage of rep lacem ent cost for new 
m a te ria ls  to  used  equipm ent a t  th e  tim e w hen ta k e n  ou t of service.
c o r in g . A technique for cu tting  sam ples of subsurface rocks as a  well is being 
drilled. A hollow b it o r cu tting  tool a t  th e  bottom  of th e  drill pipe cu ts 
a  cylindrical leng th  of rock, or core, a s  th e  drill pipe ro ta tes. The core is 
pushed  up  in to  a  hollow tube, or core barre l, a ttach ed  to  th e  bit. The core 
b a rre l is b rough t to  th e  surface and  th e  core sam ple rem oved for study. The 
average core is about 30 feet long.
c r u d e  o il. L iquid petro leum  th a t  h as  no t been refined. Sour crude oils have re l­
a tively  large  am ounts of su lfu r (1 percen t o r more). Sw eet crudes have less 
su lfu r and  a re  m ore valuable. M ost U.S. crudes ten d  to be sw eet, while M id­
dle E a s t crudes tend  to be sour. C rude oil is generally  sold on a  volum e basis. 
The volum e is corrected for any  basic sed im ent and  w ater (BS&W) p resen t 
an d  ad justed  to  th e  s ta n d a rd  base tem p era tu re  of 60 degrees F ahrenheit. 
L ight crude oils have a  lower specific g rav ity  th a n  do heavy crudes, w hich 
m ay be th ick  and  viscous.
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DD&A. D epreciation, depletion, and  am ortization .
d e la y  r e n ta l .  Paym ents to  th e  lessor for th e  privilege of delaying drilling  on a 
lease for a  period of tim e, usually  one year.
d e v e lo p m e n t  w e ll. A well d rilled  w ith in  th e  proved a rea  of an  oil or gas rese r­
voir to a  dep th  of a  s tra tig rap h ic  horizon know n to be productive.
d iv is io n  o rd e r .  A legal docum ent signed by each ow ner of a  revenue in te re s t 
specifying the  percen t ow nership of each owner.
d r y  h o le . A well th a t  e ith e r  finds no oil o r gas or finds too little  to  m ake it 
financially w orthw hile to produce.
d r y  h o le  c o n t r ib u t io n .  A defined cash  contribution  by a  n o n in te rest ow ner 
to th e  w orking in te re s t owners, payable only if  th e  well is unsuccessful.
e x p lo r a to r y  w e ll. A well drilled to  find and  produce oil or gas in  a n  unproved 
a rea , to find a  new  reservoir in  a  field previously found to be productive of 
oil or gas in  an o th er reservoir, or to  extend a  know n reservoir. Generally, 
an  exploratory well is any  well th a t  is not a  developm ent well, a  service 
well, or a  s tra tig rap h ic  te s t  well.
fa rm -o u t.  A sh a rin g  of oil o r gas exploration activ ities an d  costs. A com pany 
w ith  th e  rig h t to  explore m ore po ten tia l acreage th a n  i t  can or w ishes to  
hand le  m ay inv ite  o thers to explore portions o f the  tra c t in  re tu rn  for a 
sh are  of w hatever oil o r gas is found.
f in a n c ia l  a s s e t .  C ash, evidence of a n  ow nership in te re s t in  an  entity, or a 
contract th a t  conveys to a  second en tity  a  con trac tua l r ig h t (a) to receive 
cash  or an o th er financial in s tru m e n t from a  firs t en tity  or (b ) to exchange 
o ther financial in s tru m en ts  on po ten tially  favorable te rm s w ith  th e  first 
entity.
f r a c tu r in g .  A m ethod of increasing  th e  flow of oil o r gas in to  a  well. Production  
of ind ividual wells often decreases because th e  underg round  form ation is 
no t sufficiently perm eable to  allow th e  oil to move freely tow ard  th e  well.
f r e e  w e lls . An assignm en t of an  ind ividual fraction of th e  w orking in te re s t to 
a  second p a rty  in  consideration  for an  u n d e rtak in g  by th e  second p a rty  to 
drill and  equip a  well a t  no cost to the  firs t party.
G & G . Geological and  geophysical.
g o o d w ill. The excess if  th e  cost of an  acquired en tity  over th e  n e t of the  am ounts 
assigned  to  asse ts  acquired and  liabilities assum ed. The am ount recognized 
as  goodwill includes acquired  in tangib le asse ts  th a t  do not m eet the  c rite ria  
in  FASB S ta tem en t No. 141, B u sin ess C om binations, for recognition as an  
a sse t a p a r t from  goodwill.
im p ro v e d  re c o v e ry . "M an m ade" m ethods as  opposed to  "natural" m ethods of 
increasing  th e  flow of oil or gas from underg round  reservoirs.
in je c t io n  w e ll. A well th a t  is u sed  to pum p w ater, gas, or chem icals in to  th e  
underg round  reservoir of a  producing field. The object is  to  m a in ta in  the  
p ressu re  needed to  drive oil and  gas to the  surface or to  sweep m ore oil 
ou t of the  reservoir. Som etim es th e  sa lt w ater produced w ith  oil is pum ped 
back in to  the  reservoir. This serves two purposes: I t  helps to  ex tend  th e  life 
of th e  oil field, and  it gets rid  of a  po ten tia l po llu tan t.
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I n ta n g ib le  a s s e ts .  A ssets (not including financial asse ts) th a t  lack physical 
substance.
in ta n g ib le  d r i l l in g  c o s ts  (ID C ). Expenses for labor, fuel, repair, hau ling , rig  
ren ta l, and  supplies used  in  th e  drilling  of a  well. These expenses differ from 
th e  cost o f "tangibles," which include any th ing  th a t  h as  in h e ren t salvage 
value.
j o i n t  i n t e r e s t  b i l l in g s  (J IB ). The process of the  operato r’s billing costs o f jo in t 
exploration, developm ent, and  operations to th e  various w orking in te re s t 
owners.
j o i n t  in te r e s t s .  O w nership  of individual fractions or percentages of the  w ork­
ing in te re s ts  held  by two or m ore parties.
le a s e  b o n u s . The in itia l consideration  paid by th e  lessee to the  lessor to acquire 
th e  m ineral rights.
L O E . Lease operating  expenses.
m cf. T housand  cubic feet. The s ta n d a rd  volume m easure  of n a tu ra l gas a t  a  
s ta n d a rd  p ressu re  and  tem pera tu re .
n a t u r a l  g a s . C onsists largely of the  hydrocarbon m ethane. I t  is found in  u n ­
derground form ations e ith e r by itse lf  or w ith  crude oil. I t  is the  c leanest 
b u rn ing  of all fossil fuels. Once v irtua lly  a  w aste product, n a tu ra l gas pro­
vides about one-th ird  of th e  to ta l energy used in  th e  U nited  S ta tes.
n e t  p ro f i ts  in te r e s t .  An in te re s t th a t  en titles th e  ow ner to  a  specified share  
of n e t profits from production of hydrocarbons.
o v e r r id in g  ro y a lty . An in te re s t in  production s im ilar to a  royalty. I t  differs 
from a  royalty, however, in  th a t  it  is created  out of the  w orking in terest.
p a y o u t .  The defined point in  m any drilling  arran g em en ts  and  pa rtn e rsh ip s  a t 
w hich one p a rty  h as  recovered its  costs and  revenue sh a rin g  m ay change.
p e r c e n ta g e  d e p le t io n .  A provision of th e  U.S. income ta x  law  th a t  applies 
to producers o f some seventy-five m inerals, including some oil an d  gas 
producers. The U.S. income tax  law  allows a  m ineral producer a  percentage 
depletion deduction based on the  gross income from m ineral properties.
p o o le d  in te r e s t s .  The com bination of two or m ore w orking and  nonoperating  
in te re s ts  in  several p roperties to  form a  new  economic un it.
p o s te d  p r ic e s .  In  th e  petro leum  industry, th e  "price lists" posted for various 
types of crude by th e  buyer in  th e  U nited  S ta tes , an d  th e  seller in  foreign 
countries.
p r o d u c t io n  p a y m e n ts .  A nonoperating  in te re s t payable from a  specific por­
tion  of production expressed e ith e r as a  ce rta in  am oun t of money (w ith or 
w ithou t in te rest) or a  ce rta in  num ber of u n its  of hydrocarbons.
p ro v e d  d e v e lo p e d  r e s e r v e s .  R eserves th a t  can be expected to be recovered 
th rough  existing  w ells w ith  ex isting  equipm ent and  operating  m ethods.
p ro v e d  r e s e r v e s .  The estim ated  q u an titie s  o f crude oil, n a tu ra l gas, an d  n a t­
u ra l gas liquids w hich geological and  engineering  d a ta  dem onstra te  w ith  
reasonable ce rta in ty  to be recoverable in  fu tu re  years from know n rese r­




p ro v e d  u n d e v e lo p e d  r e s e r v e s .  Proved reserves th a t  a re  expected to be re ­
covered from  new wells on undrilled  acreage or from  ex isting  wells w here 
a  relatively  m ajor expenditure  is requ ired  for recom pletion.
re c o m p le t io n s .  W ork-overs th a t  en ta il com pletion of the  well in  a  productive 
s tru c tu re , e ith e r shallow er or deeper, th a t  h as  no t previously been produced 
th rough  th e  well.
r e s e r v e s .  Defined as proved, probable, and  possible an d  as developed o r u nde­
veloped.
r e s e r v o ir .  An underg round  form ation w here oil or gas h as  accum ulated . The 
form ation consists of porous rock th a t  holds droplets o f oil and  gas. If  th e  
rock pores a re  in terconnected  to allow oil o r gas to  move th rough  it, i t  is 
called perm eable rock.
r e v e n u e  in te r e s t .  The in te re s t o f each ow ner of an  economic in te re s t in  pro­
duction of hydrocarbons from  a  specified property. The revenue in te re s t 
norm ally  differs from  th e  percentage w orking in te re s t because of nonw ork­
ing  in te re s ts  in  each property.
r e v e r s io n a r y  in te r e s t .  A revenue in te re s t th a t  increases upon th e  a tta in m e n t 
o f ce rta in  specified objectives, often a t  payout.
ro y a lty . The rig h t to  a  sh are  of production re ta in ed  by the  lessor free an d  clear 
o f exploration, developm ent, and  operating  costs.
s t r a t i g r a p h ic  te s t  w e ll. A drilling  effort, geologically d irected, to  obtain  in ­
form ation p e rta in in g  to a  specific geologic condition. Such wells a re  cus­
tom arily  drilled  w ithou t th e  in ten tion  of being com pleted for production.
ta n g ib le  e q u ip m e n t .  E qu ipm ent such as casing, tubing, pum ps, tan k s, and  
o ther equipm ent in sta lled  on a  well.
to p  le a s in g . The practice of obtain ing  a  new  lease on a  p roperty  prio r to th e  
expira tion  of th e  ex isting  lease. The new  lease becomes effective a t  th e  
expira tion  of th e  old lease.
w in d fa l l  p ro f i t  t a x e s  (W PT). The W PT is a n  excise ta x  assessed  on th e  re ­
m oval of dom estic crude oil. W PT liab ilities a re  lim ited  by a  s ta tu to ry  pro­
vision based on defined n e t income from  a  property. For W PT purposes, 
"domestic crude oil" is divided in to  two principal categories, exem pt and  
taxable. E xem pt is defined by law  an d  includes oil applicable to  certa in  
governm ental and  charitab le  en tities, ce rta in  "front-end incentive oil," ex­
em pt s trip p er well oil, exem pt royalty  oil, and  exem pt In d ian  oil. W PT was 
repealed  A ugust 2 3 ,  1988.
w o rk -o v e r . M ajor rem edial operations requ ired  to m ain ta in  or increase  pro­
duction ra tes . See  recom pletions.





A m erican In s titu te  o f Certified Public A ccountants. F inan cia l R eportin g  in  
the E x tractive  Industries. A ccounting R esearch S tudy  No. 11. New York: 
AICPA, 1969.
A research  s tudy  sponsored by th e  Accounting Princip les B oard in  its  effort 
to develop oil an d  gas accounting standards.
B aggett, M onte R.; Dole, R ichard D.; an d  S hort, Jack  E. A n a to m y o f  a  D rillin g  
F und. D allas: Coopers an d  Lybrand, 1980.
D iscusses aspects th a t  th e  investor, sponsor, an d  accoun tan t involved in  a  
d rilling  fund m u st consider, w ith  a n  em phasis on ta x  aspects.
------------ Brock, H orace R.; Jones, D onald M.; and  K lingstedt, Jo h n  P .A ccoun ting
for O il a n d  G as P rodu cin g  Com panies, P a rt 1: E xploration , A cqu isition , 
D evelopm en t a n d  P roduction . D enton, Texas: Professional D evelopm ent 
In s titu te , N orth  Texas S ta te  U niversity, 1981.
Serves a s  a  practical reference guide on financial accounting an d  repo rting  
for oil an d  gas producing com panies. Covers th e  following: th e  economic 
aspects o f th e  industry ; com pany organization; general princip les o f oil 
an d  gas accounting; accounting for expend itu res incurred  in  exploration, 
leasing, an d  developm ent activities; revenue accounting; an d  accounting 
for lifting  costs. E m phasizes th e  successful efforts m ethod o f accounting.
A ccou n ting  fo r  O il a n d  G as P rodu cin g  C om panies, P a rt 2: A m ortiza tio n , F u ll 
C ostin g  a n d  D isclosures. D enton, Texas: Professional D evelopm ent In s ti­
tu te , N orth  Texas S ta te  U niversity, 1982.
A continuation  of P a r t 1 above. Topics covered include th e  following: depre­
ciation, depletion, and  am ortization; th e  full cost m ethod; sales an d  sub­
leases; production paym ents; poolings of capital; deferred  income taxes; 
supplem ental disclosures; jo in t operations; gas production.
B urke, K enneth  M., and  D urand , F rancis L. O il a n d  G as L im ited  P artnersh ips, 
Accounting, R eportin g  a n d  Taxation. D enton, Texas: Professional Develop­
m en t In s titu te , N o rth  Texas S ta te  U niversity, 1984.
Topics include federal income tax , w indfall profit tax , an d  accounting and  
repo rting  m atte rs . I llu s tra te s  several d ifferent types of lim ited  p a rtn e r­
ships. E xhib its include detailed  com putations of taxab le  income d is trib u ­
tion , investor cash  flow, depreciation, depletion an d  am ortization , w indfall 
profit tax , allowable depletion, tax  liability, an d  deferred  taxes.
Cox, D avid B. E n ergy R esources Tax R eports. Chicago: Com m erce C learing  
H ouse, Inc., 1984.
Two-volume publication covering oil an d  gas taxa tion . Revised annually .
Crumbley, D. Larry, and  G rossm an, S teven D., eds. R ea d in g s  in  O il In d u stry  
A ccounting. Tulsa: Petroleum  P ub lish ing  Company, 1980.
A rticles a re  grouped in  five subject a reas  of in te re s t to  th e  petro leum  in ­
dustry. A reas covered are  th e  following: full cost, successful efforts, and  
discovery value; FASB and  SEC releases; em pirical studies; profitability  
in  th e  oil industry ; an d  accounting for inflation.
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Koester, R obert J. H andbook on O il a n d  G as Accounting. O klahom a City: In ­
s titu te  for Energy Developm ent, 1982.
Provides a  review  of th e  basic successful efforts and  full cost rules. I t  is 
w ritten  from the  perspective of a  nonaccountant, a lthough  i t  provides th e  
general ru les  for practicing accountants. Also included a re  sam ple an n u a l 
repo rts  and  th e  com plete successful efforts and  full cost rules.
Moore, Cecil H ., an d  Grier, Jam es D. A ccounting  S ta n d a rd s  a n d  R egu la tion s for  
O il a n d  G as Producers. Englewood Cliffs, N.J.: P rentice-H all, Inc., 1983.
Reference guide for th e  explanation  of s tan d a rd s  and  regu lations prom ul­
gated  by th e  FASB and  SEC. C ontains num erous p ractical exam ples. Suc­
cessful efforts and  full cost m ethods are  both  discussed w ith  overview of 
developm ent of c u rren t s tan d a rd s  and  regulations.
N orton, Jo h n  C., and  Rowe, D onald A. U n ited  K in gdom  O il a n d  G as E xplo­
ra tion  a n d  Production . London: The In s titu te  of C harte red  A ccountants of 
E ng land  and  Wales, 1978.
Provides a  general in troduction  to  th e  various accounting practices fol­
lowed by com panies engaged in  oil and  gas exploration and  production in  
th e  U nited  Kingdom. W hile describing various a lte rn a tiv e  accounting prac­
tices followed in  th e  industry, th e  book also serves as  a  practical handbook 
for those in  financial m anagem ent and  provides the  theoretical background 
requ ired  by those involved in  th e  financial repo rting  of the  industry.
Porter, S tan ley  P. Petroleum  A ccounting Practices. New York: M cGraw-Hill Book 
Company, 1965.
A general reference book on oil and  gas accounting. A ccounting principles 
for exploration, developm ent, and  production a re  covered. In  addition , the  
book includes chap ters on ta n k  car operations, p ipeline operations, m arine  
operations, crude oil purchasing  an d  storage, refining operations, petro ­
chem ical operations, and  m ark e tin g  operations.
W elsch, G lenn A., and  D eakin, E dw ard  B. M easuring  a n d  R eportin g  the  
"R ep lacem en t" C ost o f  O il a n d  G as R eserves: A  Research  S tu d y . W ashing­
ton , D.C.: A m erican Petro leum  In s titu te , 1977.
A research  s tudy  sponsored by th e  A PI on m ethods to  com pute value of oil 
an d  gas reserves.
Books—General
Baker, Ron. P rim er o f  O ilw ell D rilling. 4 th  ed. A ustin , Texas: Petro leum  E x ten ­
sion Service, U niversity  of Texas; in  cooperation w ith  In te rn a tio n a l Asso­
ciation of D rilling C ontractors, 1979.
A good descrip tion  of physical activ ities in  selecting drilling  sites, carry ­
ing  on d rilling  activ ities, com pleting wells, and  perform ing special d rilling  
operations. Includes a  description of d rilling  rig  com ponents.
Petro leum  E xtension Service. A  D iction ary  o f  P etroleum  Terms. 2d ed. A ustin , 
Texas: P etro leum  E xtension Service, U niversity  of Texas, 1979.
Coverage includes no t only petro leum  in d u stry  te rm s b u t abbreviations 
used  in  drilling  reports  and  abbrev iations used  for scientific and  engineer­
ing  term s.
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------------ . F u n dam en ta ls  o f  Petroleum . 2d ed. A ustin , Texas: Petro leum  E x ten ­
sion Service, U niversity  of Texas, 1981.
D esigned to  serve as  a  basic guide on th e  p ractical aspects of th e  petro leum  
industry. Gives a  basic discussion of th e  petro leum  in d u stry  from geology 
and  reservoirs th rough  exploration, drilling, production, pipelining, refin­
ing, and  m arketing .
------------ . P rim er o f  Offshore O pera tions. A ustin , Texas: Petro leum  E xtension
Service, U niversity  of Texas, 1976.
Principally  discusses the  equipm ent an d  m ethods used  to solve problem s 
encountered  in  offshore operations.
------------ . P rim er o f  O il a n d  G as P roduction . 3d ed. A ustin , Texas: Petro leum
Extension Service, U niversity  of Texas, 1976.
Designed for th e  person unfam ilia r w ith  production practices. Gives an  
e lem en tary  u n d erstan d in g  of the  day-to-day w orkings of an  oil an d  gas 
field.
------------ . P rim er o f  O ilw ell Service a n d  Workover. 3d ed. A ustin , Texas:
Petroleum  Extension Service, U niversity  of Texas; in  cooperation w ith  the  
A ssociation of Oilwell Servicing C ontractors, 1979.
Scope includes equipm ent and  procedures used in  oil well service. Specific 
chap ters include well com pletion, rem edial well work, well cleanout and  
work-over, well s tim ulation  and  analysis, planning, and  economics. Con­
ta in s  glossary of te rm s used.
W illiam s, H ow ard R., an d  M eyers, C harles J. M an u a l o f  O il a n d  G as Terms.
5 th  ed. New York: M atthew  B ender & Co., Inc., 1981.
Com prehensive lis ting  of oil and  gas te rm s w ith  short, concise definitions 
th a t  often include references to s ta tu te s , cases, books, an d  law  review  a r­
ticles. Revised annually.
Books—Taxation
B urke, F ra n k  M., Jr., and  Bowhay, R obert W. Incom e Taxation o f  N a tu ra l  
Resources. Englewood, N.J.: P rentice-H all, Inc., 1982.
A general coverage of oil and  gas taxation . Revised annually.
H oughton, Jam es L.; Crawford, R obert F.; G aar, Jam es R.; and  B raden, Jo h n  R. 
M iller's O il a n d  G as F ederal Incom e Taxation. Chicago: Commerce C learing 
House, Inc., 1981.
A general coverage of oil and  gas taxation . Revised frequently.
COPAS Bulletins
COPAS B ulletins a re  issued  by th e  Council of Petro leum  A ccountants Societies.
The bu lle tins provide accounting guidance in  m a tte rs  re la ted  to jo in t opera­
tions. They m ay be purchased  from K raftb ilt P roducts, P.O. Box 800, T ulsa, 
Okla. 74101.
COPAS Interpretations




Jou rn a l o f  E x tractive  In d u str ies  Accounting. D enton, Texas: Professional De­
velopm ent In s titu te , N orth  Texas S ta te  U niversity.
Published  th re e  tim es a  year. A rticles deal p rim arily  w ith  financial ac­
counting and  repo rting  problem s in  th e  petro leum  industry.
O il a n d  G as Tax Q uarterly. New York: M atthew  B ender & Co., Inc.
Published  quarterly . M ost articles a re  re la ted  to  oil and  gas taxation , 
w ith  a  few artic les on financial accounting and  repo rting  in  th e  petro leum  
industry.
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AICPA RESOURCE: Accounting & Auditing Literature
AlCPA 's unique online research tool combines the power and speed of the Web 
with comprehensive accounting and auditing standards. AICPA RESOURCE 
includes A ICPA's and FASB 's literature libraries— and includes:
• AICPA Professional Standards
• AICPA Technical Practice Aids
• AlCPA 's Accounting Trends & Techniques
• AICPA Audit and Accounting Guides
• AICPA Audit Risk Alerts
• FASB Original Pronouncements
• FASB Current Text
• EITF Abstracts
• FASB Implementation Guides
• FASB’s Comprehensive Topical Index
Search for pertinent information from both databases by keyword and get the 
results ranked by relevancy. Print out important AICPA RESOURCE segments 
and integrate the literature into your engagements and financial statements. 
Available from anywhere you have Internet access, this comprehensive 
reference library is packed with the A  & A  guidance you need— and use— the 
most. Both libraries are updated with the latest standards and conforming 
changes.








AICPA R ESO U R C E  also offers over 50 additional subscription options— log 
onto www.cpa2biz.com/AICPAresource for details.
For more information or to order, log onto 
www.cpa2biz.com/AICPAresource, 
or call 888-777-7077
Sign up for the Standing Order Option and receive the next edition of this 
Guide as soon as its published— call 1-888-777-7077.
Additional Resources
General Risk Alert 2005-06
Find out about current economic, regulatory and professional developments 
before you perform your audit engagement. This Risk Alert will make your audit 
planning process more efficient by giving you concise, relevant information that 
shows you how current developments may impact your clients and your audits. 
(No. 022336)
Audit and Accounting Guides— Industry Guides
With conforming changes as of May 1, 2005
• Agricultural Producers and Agricultural Cooperatives (012685)
• Airlines (as of May 1, 2003) (012693)
• Brokers and Dealers in Securities (012705)
• Casinos (012715)
• Common Interest Realty Associations (012575)
• Construction Contractors (012585)
• Depository and Lending Institutions: Banks and Savings Institutions,
Credit Unions, Finance Companies, and Mortgage Companies (012735)
• Government Auditing Standards and Circular A-133 Audits (012745)
• Employee Benefit Plans (as of March 1, 2005) (012595)
• Entities With Oil and Gas Producing Activities (012655)
• Federal Government Contractors (012605)
• Health Care Organizations (012615)
• Investment Companies (as of May 1, 2004) (012624)
• Life & Health Insurance Entities (012635)
• Not-for-Profit Organizations (012645)
• Property and Liability Insurance Cos. (012675)
• State and Local Governments (012665)
Audit and Accounting Guides— General Guides
• Analytical Procedures (2005) (012545)
• Audit Sampling (2005) (012535)
• Auditing Derivative Instruments, Hedging Activities, and Investments 
in Securities (2005) (012523)
• Auditing Revenue in Certain Industries (2005) (012515)
• Consideration of Internal Control in a Financial Statement 
Audit (1996) (012451)
• Personal Financial Statements (2005) (012755)
• Prospective Financial Information (2005) (012725)
• Service Organizations: Applying SAS No. 70, as Amended (2005)
(012775)
• Use of Real Estate Appraisal Information (1997) (013159)
To order online log on to www.cpa2biz.com, 
phone 1-888-777-7077, or fax 1-800-362-5066

